AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

S. Hra. 112-701

CONCURRENT RESOLUTION ON THE
BUDGET FISCAL YEAR 2013

HEARINGS

BEFORE THE

COMMITTEE ON THE BUDGET
UNITED STATES SENATE

ONE HUNDRED TWELFTH CONGRESS

SECOND SESSION

January 26, 2012-THE OUTLOOK FOR THE U.S. AND GLOBAL
ECONOMY

February 1, 2012-THE OUTLOOK FOR THE EUROZONE

February 2, 2012-THE BUDGET AND ECONOMIC OUTLOOK: FISCAL
YEARS 2012-2022

February 7, 2012-THE OUTLOOK FOR U.S. MONETARY AND FISCAL
POLICY

February 9, 2012-ASSESSING INEQUALITY, MOBILITY, AND
OPPORTUNITY

February 14, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
PROPOSAL

February 15, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
REQUEST FOR THE U. S. DEPARTMENT OF TRANSPORTATION

February 16, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET AND
REVENUE PROPOSALS

February 28, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
REQUEST FOR THE U.S. DEPARTMENT OF DEFENSE

February 29, 2012-PUTTING HEALTH CARE SPENDING ON A
SUSTAINABLE PATH

March 1, 2012-TAX REFORM TO ENCOURAGE GROWTH, REDUCE THE
DEFICIT, AND PROMOTE FAIRNESS

March 6, 2013-PERSPECTIVES ON THE PRESIDENT’S FISCAL YEAR
2013 BUDGET REQUEST FOR THE U.S. DEPARTMENT OF DEFENSE



CONCURRENT RESOLUTION ON THE BUDGET FISCAL YEAR 2013



S. Hra. 112-701

CONCURRENT RESOLUTION ON THE
BUDGET FISCAL YEAR 2013

HEARINGS

BEFORE THE

COMMITTEE ON THE BUDGET
UNITED STATES SENATE

ONE HUNDRED TWELFTH CONGRESS

SECOND SESSION

January 26, 2012 -THE OUTLOOK FOR THE U.S. AND GLOBAL
ECONOMY
February 1, 2012-THE OUTLOOK FOR THE EUROZONE
February 2, 2012-THE BUDGET AND ECONOMIC OUTLOOK: FISCAL
YEARS 2012-2022
February 7, 2012-THE OUTLOOK FOR U.S. MONETARY AND FISCAL
POLICY
February 9, 2012-ASSESSING INEQUALITY, MOBILITY, AND
OPPORTUNITY
February 14, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
PROPOSAL
February 15, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
REQUEST FOR THE U. S. DEPARTMENT OF TRANSPORTATION
February 16, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET AND
REVENUE PROPOSALS
February 28, 2012-THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
REQUEST FOR THE U.S. DEPARTMENT OF DEFENSE
February 29, 2012-PUTTING HEALTH CARE SPENDING ON A
SUSTAINABLE PATH
March 1, 2012-TAX REFORM TO ENCOURAGE GROWTH, REDUCE THE
DEFICIT, AND PROMOTE FAIRNESS

March 6, 2012-PERSPECTIVES ON THE PRESIDENT’S FISCAL YEAR
2013 BUDGET REQUEST FOR THE U.S. DEPARTMENT OF DEFENSE

U.S. GOVERNMENT PRINTING OFFICE
74-202pdf WASHINGTON : 2012

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



COMMITTEE ON THE BUDGET
KENT CONRAD, North Dakota, Chairman

PATTY MURRAY, Washington
RON WYDEN, Oregon

BILL NELSON, Florida

DEBBIE STABENOW, Michigan
BENJAMIN L. CARDIN, Maryland
BERNARD SANDERS, Vermont
SHELDON WHITEHOUSE, Rhode Island
MARK WARNER, Virginia

JEFF MERKLEY, Oregon

MARK BEGICH, Alaska
CHRISTOPHER COONS, Delaware

JEFF SESSIONS, Alabama
CHARLES E. GRASSLEY, Iowa
MICHAEL B. ENZI, Wyoming
MIKE CRAPO, Idaho

JOHN ENSIGN, Neveda

JOHN CORNYN, Texas
LINDSEY O. GRAHAM, South Carolina
JOHN THUNE, South Dakota
ROB PORTMAN, Ohio

PAT TOOMEY, Pennsylvania
RON JOHNSON, Wisconsin

MARY ANN NAYLOR, Majority Staff Director
MARCUS PEACOCK, Minority Staff Director

(1)



CONTENTS

HEARINGS

January 26, 2012 —The Outlook For The U.S. And Global Economy 1
February 1, 2012-The Outlook For The Eurozone .........cccccccceevvieeciieeecieeenneen. 69
February 2, 2012-The Budget And Economic Outlook: Fiscal Years 2012-

2022 ettt et e et e e are et e st et e beer b e beeste s e ententeeseeseaneensenseensenes
February 7, 2012 —The Outlook for U.S. Monetary and Fiscal Policy
February 9, 2012—-Assessing Inequality, Mobility, And Opportunity ......
February 14, 2012-The President’s Fiscal Year 2013 Budget Proposal
February 15, 2012-The President’s Fiscal Year 2013 Budget Request For

The U. S. Department Of Transportation ...........cccccceeeeeeeeiiieeeniiieeeeiieeeesiieeennns 461
February 16, 2012-The President’s Fiscal Year 2013 Budget And Revenue

PropoSals .eeieeiieiieiieeeeee ettt et et snaas 507
February 28, 2012-The President’s Fiscal Year 2013 Budget Request For

The U.S. Department Of Defense .........ccccceeevveniiiiiieniiieiiieniecieecveeveeeee e 599
February 29, 2012-Putting Health Care Spending On A Sustainable Path ...... 839
March 1, 2012-Tax Reform To Encourage Growth, Reduce The Deficit, And

Promote Fairness ..ot 929
March 6, 2012—-Pespectives on the President’s Fiscal Year 2013 Budget Re-

quest for the U.S. Department of Defense .........cccccceeeeiveeecieeeecieeecieeeevee e 1011

STATEMENTS BY SENATORS

Chairman Conrad..........c.ccccveeuenes 1, 69, 149, 259, 375, 461, 507, 599, 839, 929, 1011
Ranking member Sessions .........cccccecueenenne 9, 209, 269, 386, 470, 509, 608, 847, 1021
Senator JONNSON ......ooociiiiiiiie ettt e et e e tr e e e e ta e e e te e e e abeeeeaaeeennees 78
Senator Toomey....... ... 159, 938
SeNAtor NELSOI ..oeeiiiiiiieiiie ettt ettt et st e b et e e 211
Senator TRUNE ......ooiiiiiii et st 488
WITNESSES

Sarah Anderson, Global Economy Project Director, Institute for Policy Stud-

B ettt ettt ettt ettt ettt h e et e bt e bt e h b e e bt e ea b e e bt e eab e e bt e ea bt e eht e et e e ehbeebeeenteanbeas 305, 307
Lieutenant General David W. Barno, USA (Ret.) Senior Advisor and Senior

Fellow, Center for a New American Security.........cccceevvveereiieeervieernsveennnns 1037, 1086
C. Fred Bergsten, Ph.D., Director, Peterson Institute for International Eco-

TMOTIIICS .. .utevteeeeeeeeietteeeeeeeeeaesreeeeeeeaaassaseeeeaeaansssssaeseaanssssasaeesesansssssseeesnnnsssaeaeeennns 98, 102
Ben S. Bernanke, Chairman, Board of Governors, Federal Reserve Sys-

BOIML -ttt et sttt b e st e be e 214, 219
Jared Bernstein, Senior Fellow, Center on Budget and Policy Prior-

TEIES ettt st ettt et 274, 277

Alan S. Blinder, Ph.D., Gordon S. Rentschler Memorial Professor of Econom-
ics and Public Affairs, Princeton University, and Vice Chairman, Prom-

ontory Interfinancial Network........cccccvieeiiiiiiiiiiiniiieeeiceccecceeceee e 11, 14
Heather Boushey, Senior Economist, Center for American Progress.............. 296, 298
Ike Brannon, Ph..D., Director of Economic Policy, American Action

FOTUINL ...ttt e e et e e e e e e e taaeeeeeeeeeansaneeeeeeennees 30, 33
Leonard E. Burman, Ph.D., Daniel Patrick Moynihan Professor at Public

Affairs Maxwell School, Syracuse University ...........ccccceeeierieesiienienieenieenne 940, 943
James C. Capretta, Fellow, Ethics and Public Policy Center.............cccccucen... 885, 889
James Jay Carafano, Ph.D., Director, Allison Center for Foreign Plicy Studies,

The Heritage Foundaton ............coccuieriiiiiieiiiiiiiieeicee e 1089, 1158

iii



Page
David M. Cutler, Ph.D., Otto Eckstein Professor of Apples Economics, Har-

VATrd UnNIVETSTEY ..vveeieiiiiieiiiieeiieeeeeese ettt e esee e s rveeeeeveeeeeaeessasaaessnseees 850, 853
General Martin Z. Dempsey, USA, Chairm Joints Chiefs of Staff .. ... 629, 631
Douglas W. Elmendorf, Director, Congressional Budget Office ....... .. 163, 167
Timothy D. Geithner, Secretary, U.S. Department of the Treasury 511, 515
Simon dJohnson, Ph.D., Senior Fellow, peterson Institute for International

Ecomnomics, and Ronald A. Kurtz Professor of Entrepreneurship, Sloan

School of Management, MIT...........ccoociiiiiiiiiieiiiienieeeereeeiee et e e e siee e 82, 85
Ray LaHood, Secretary, U.S. Department of Transportation, Accompanied

by Christopher P. Bertram, Assistant Secretary for Budget and Programs/

Chief Financial OffiCer............oiiiiiiiiiiiiii i enaree e 473, 476
Adam Lerrick, Ph.D., Visitng Scholar, American Enterprise Institute.. ... 115,118
Daniel Mitchell, Ph.D., Senior Fellow, CATO Institute..........cccoceeeeureeeeveeeennes 977, 980

Len M. Nichols, Ph.D., Professor of Health Policy and Director Center for
Health Policy Research Ethics, College of Health and Human Services,
George Mason UnNIVESIEY .....c.eeveeiiieniiieiiieniieeitesie ettt 867, 870

Michael E. O’'Hanlon, Ph.D., Senior Fellow, The Brookings Institution ..... 1024, 1029

Leon E. Panetta, Secretary, U.S. Department of Defense, Accompanied by
Robert F. Hale, Under Secretary of Defense (Comptroller), and Chief Finan-
cial Officer, U.S. Department of Defense..........ccccccuvevvirieecieenniieieiieeeieeene 612, 619

Joel Prakken, Ph.D., Senior Managing Director, Macroeconmic Advis-

BT'S 1eutteeteetee et te et ee et e e tteea b e e ate e bt e ahte e bt e tbeenbeeeateenteeanteebteenbeenteeeabeetteenseeeseeenseeneas

Diane Lim Rogers, Ph.D., Chief Economist, The Concord Coalition

Mark J. Warshawsky, Member, Social Security Advisory Board.....................

Scott Winship, Fellow, Center on Children and Families, Brookings Insti-

BUER ettt ettt e ae e ae et ae et e bt e b eaeentean 314, 317
Jeffrey Zients, Acting Director and Deputy Director for Management, Office
of Management and Budget...........cocceeiiiiiiiiiiiniiiiciccieccceee e 387, 390

ANSWERS TO QUESTIONS SUBMITTED AND ADDITIONAL INFORMATION SUBMITTED
Answers to Questions Submitted and Additional Information Sub-

mitted... 56, 60, 66, 200, 254, 357, 434, 499, 556, 646, 648, 654, 669, 674, 706, 927,
1006

iv



THE OUTLOOK FOR THE U.S. AND GLOBAL
ECONOMY

THURSDAY, JANUARY 26, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.

The Committee met, pursuant to notice, at 10:00 a.m., in Room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair-
man of the Committee, presiding.

Present: Senators Conrad, Wyden, Nelson, Cardin, Whitehouse,
Warner, Merkley, Begich, Sessions, Thune, Portman, and Johnson.

Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The Committee will come to order. I want to
welcome everyone to the Senate Budget Committee.

I want to start with a bit of the business of the Committee be-
cause I know people are asking what is our intention with respect
to going to a markup, and I want to make clear to everyone that
I intend to go to a markup in the Committee, and I want to do it
sooner rather than later. The unknown for us is when we will get
CBO’s re-estimate, and we do not have an answer on that. They
sometime ago talked to us about March 9th as a time they might
have a re-estimate. Since that time, they have indicated that might
slip, so we just have to wait and see.

But I will be talking to all the members of the Committee, and
I am going to start that consultation immediately. We will start
consultations next week with respect to members of the Committee
and will certainly be talking to Senator Sessions about timing, and
hopefully we will know in the near term what CBO’s schedule is
with respect to a re-estimate. I wanted to start with that.

I also want to—

Senator SESSIONS. Thank you. I appreciate that. I know that the
Chairman deeply cares about these issues, and I think that process
will be good for America. Thank you.

Chairman CoONRAD. I do, too. Look, we may have some disagree-
ments on some part of what has happened heretofore, and I will
talk a little about some of that as well. We also have places where
we agree, and I think it is good for us as a body and good for the
country to have the fullest possible debate.

You know, last year in some ways we got overtaken by a sepa-
rate process because very early on a negotiation began at a higher
level than ours, and that had an effect on what we did. I do want

o))
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to say that when I hear discussions that we do not have a budget,
I do not agree with that. I just think that is wrong, because when
we did the Budget Control Act in August, that provided a budget
for this year and next. And the Budget Control Act was not the
normal way of doing a budget. I would be the first one to say that.
But in many ways, it is a stronger document than a typical budget
resolution, because a typical budget resolution never goes to the
President for signature. It is purely a congressional document. The
Budget Control Act is actually a law passed overwhelmingly in the
Senate 74-26, and not only does it have the force of law, it also
set discretionary spending caps for 10 years instead of the 1 year
that you normally have in a budget resolution. And it provided en-
forcement mechanisms, including a 2-year deeming resolution,
which improves the enforcement of budget points of order, some-
thing that I insisted on in the Budget Control Act. And, finally, it
created a reconciliation-like Super Committee to address entitle-
ment and tax reforms, and it backed that process up with a $1.2
trillion sequester. So it is certainly different than a typical budget
resolution, but we do have the critical elements of a budget in
place.

Now, I would be the first to say I would like to see it different
than what was adopted in the Budget Control Act. I am sure each
of us would have done it differently if we had the power to do it.

Today’s hearing I want to focus on now focuses on the outlook
for the U.S. and global economy. We have three excellent wit-
nesses: Dr. Alan Blinder, former Vice Chairman of the Federal Re-
serve, now professor of economics and public affairs at Princeton
University; Dr. Joel Prakken, the chairman of Macroeconomic Ad-
visers, one of the most respected macroeconomic firms in the coun-
try; and Dr. Ike Brannon, the director of economic policy at the
American Action Forum. Welcome to all of you. Thank you for
being here. We appreciate very much your spending time with us.



I would like to briefly review the economic situation confronting
the country. It is important to remember the economic crisis that
we have come through. In 2008 and 2009, we experienced the worst
recession since the Great Depression. The economy contracted al-
most 9 percent in the fourth quarter of 2008. That is really stun-
ning—a 9-percent contraction in the fourth quarter of 2008. We lost
800,000 private sector jobs in January of 2009 alone. The housing
market crisis was rippling through the economy with home build-
ing and home sales plummeting and record foreclosures, and we
faced a financial market crisis that threatened to set off a global
economic collapse. Credit markets were largely frozen.

Now, we have come a long way since then. The Federal response
to the crisis, including actions taken by the Federal Reserve, the
Bush administration, the Obama administration, and Congress,
successfully pulled us back from the brink. It is clear that our eco-
nomic situation would be much worse now if we had not had that
Federal response. In fact, one of our witnesses today, Dr. Blinder,
along with economist Mark Zandi, who is a former adviser to the
McCain Presidential campaign, completed a study in 2010 that
measured the impact of Federal actions on shoring up the economy.
Their conclusion was as follows:



e find that its effect on rea jobs, and inflation are huge
and probably averted what could have been called ‘Depression 2.0.’
When all is said and done, the financial and fiscal policies will
have cost taxpayers a substantial sum, but not nearly as much as
most had feared, and not nearly as much as if policymakers had
not acted at all. If the comprehensive policy responses saved the
economy from another depression, as we estimate, they were well
worth their cost.”



Jobs Picture: With and Without
Federal Response to Financial
~ Crisis and Recession

(Millions of jobs, quarterly data, total nonfarm payrolls)

Jobs with Federal
Response

8.1 Million Jobs |
Saved by Federal
/ Response in 2nd
. Quarter of 2010
Estimated Jobs
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First  Second . Third  Fourth First . Second  Third Fourth | First | Second
Quarter Quarter  Quarter  Quarter Quarter  Quarter  Quarter  Quarfer  Quarter. Quarter
2008 | 2008 2008 2008 2008 2009 2009 2009 2010 2040

Sotirces: U.S Departimient of Labor: Alan S. Blinder and Mark Zandi,
How the Great Recession Was Brought 1o an End, July 27, 2010 ‘

This chart shows Dr. Blinder and Dr. Zandi’s estimate of the
number of jobs we would have had without the Federal response.
It shows we would have had 8 million fewer jobs in the second
quarter of 2010 if we had not had the Federal response. Now, I un-
derstand Dr. Blinder will present estimates for the number of jobs
saved in 2011 as well, which I look forward to hearing.

Although the recovery has recently shown signs of strengthening,
it has been a long and difficult road back. Now, that is not unex-
pected. Economists have found that following recessions caused by
or accompanied by a severe financial crisis, recoveries tend to be
shallower and take much longer. Here is what two leading econo-
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mists, Dr. Carmen Reinhart and Dr. Vincent Reinhart, found in
their research, and I quote:

“Real per capita GDP growth rates are significantly lower during
the decade following a severe financial crisis. In the 10-year win-
dow following severe financial crises, unemployment rates are sig-
nificantly higher than in the decade that preceded the crisis. The
decade of relative prosperity prior to the fall was importantly
fueled by an expansion in credit and rising leverage that spans
about 10 years. It is followed by a lengthy period of retrenchment
that most often only begins after the crisis and lasts almost as long
as the credit surge.”

In other words, we should expect to see a period of lower-than-
normal growth and relatively higher unemployment right now be-
cause we are recovering from a severe financial crisis.



_ Private-Sector Jobs Picture

{Monthly change. iy thousands of jebs, through | December 2011)
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If we look at private sector job growth we see it has 1mpr0ved
dramatically from when we were in recession. As I noted in Janu-
ary of 2009, the economy lost more than 800,000 private sector
jobs. Private sector job growth returned in March of 2010, and we
have now had 22 consecutive months of growth.
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There are some additional positive signs that we see in the econ-
omy. As I mentioned before, we have had 22 consecutive months
of private sector job growth. Last week, unemployment claims fell
to their lowest level since April of 2008. We have seen nine con-
secutive quarters of real GDP growth, and GDP growth is now ex-
pected to have risen to 3.1 percent in the fourth quarter of 2011.
Housing starts are up 25 percent since December of 2010. Con-
sumer confidence was up sharply in the last 2 months of 2011. U.S.
auto manufacturers are returning to profitability, and State reve-
nues are showing signs of improvement.

But those good-news elements are no reason for complacency.
There are serious risks that remain to economic recovery. For ex-
ample, unemployment and underemployment remain far too high.
Housing continues to pose a threat with too many homes still in
foreclosure or underwater. Political deadlock in Washington could
block key measures. Federal, State, and local budget cuts could add
too much near-term fiscal drag. And the European debt and fiscal
crisis is creating uncertainty and threatening U.S. exports, as we
saw reported on the front page of the Washington Post yesterday.
I hope all of our colleagues read the story about what is happening
with the slowdown in Europe and how that is affecting U.S. compa-
nies as well.

Beyond that, we have what I have termed our own “debt threat.”
We have a debt that is too high, growing too fast, and it is impera-
tive that we present a plan to deal with it. I was part of the Fiscal
Commission and part of the Group of Six. In both of those efforts,
we came up with plans to reduce debt by some $4 trillion over
what would otherwise occur. Let me just say I personally favor an
even more ambitious effort than that. My fondest wish would be
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that we could come together around a plan that would reduce the
debt from what otherwise will occur by about $5.5 to $5.6 trillion.

Why do I pick that number? Because we could balance the budg-
et in 10 years if we put in place a plan of that magnitude.

The timing of when it begins is critical because the economy is
still weak, so I would not personally start tough medicine until we
see the economy doing better. But I would put in place the plan
right now to achieve the kind of debt reductions that I have de-
scribed. I believe that would be a tonic for confidence in the econ-
omy. I believe it would help assure markets that we are serious
about the fiscal affairs of our country.

With that, I am going to stop. I apologize for the length of that
opening statement, but there is a lot to talk about in our first
meeting.

Senator Sessions, welcome back.

OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, and I agree with you that a plan
now is needed. I do believe that it would, in fact, provide tonic, as
you say, or a confidence in our business world and the world
around us that we have our house in order.

One of the things that is destabilizing the recovery is lack of con-
fidence that we have our house in order. And balancing the budget
in 10 years would be a really good goal, and I believe we could do
it, but it would not be easy, as Mr. Chairman.

So we are entering the budget season for fiscal year 2013. Pro-
ducing a budget for public accountability and scrutiny represents
one of the fundamental duties of our government particularly dur-
ing times of economic stress.

The last time the chamber’s majority authored and presented to
the floor a budget plan was in 2009. I believe that was 1,002 days
ago.

Senator Conrad, I do appreciate your expressed desire to work on
a budget resolution, and I look forward to working with you.

For too long, Washington has been spending what we do not
have, borrowing what we are not able to pay back. It has become
a habit. Our debt is now greater than our entire gross domestic
product—our gross debt is—pulling down growth today and casting
a shadow of doubt on our economic future. I believe it is impacting
growth today. We would have higher growth today if we did not
have so much debt.

Americans were promised that a surge in spending would lead to
corresponding job creation. Certainly, the amount of money that
has been spent should have provided some help in the short run.
But I would point out that our job situation is not good. The num-
ber of people working today, 131.9 million, is less than in 2000.
That was 132.5 million. We had more people working in the year
2000 than we have today. We are not creating sufficient jobs.

I heard one of the French ministers this morning on BBC saying
that they have to get their debt under control but, most impor-
tantly, make the French economy more productive and grow.

The middle class is being squeezed from all directions. Real
wages are declining. Inflation is at 3 percent, but wages are only
growing by 2 percent. That is not a winning combination. Food and
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energy prices are rising. Job prospects remain scarce. Health ex-
penditures, which we hoped and were told would go down, are
going to be up, for a family of four, by $200 a month—$2,400 ac-
cording to CBO. So after nearly $5 trillion in new debt over just
3 years, the Government is continuing to grow, while the middle
class is continuing to shrink.

The CBO warned us, for instance, that the President’s first stim-
ulus package—and they accounted for this carefully—ultimately
would be a net drag on the economy. Yes, they said you would have
a short-term benefit, but that stimulus is now gone. The money is
spent, the short-term benefit is now gone. But we are carrying the
burden of that debt still. So we are adopting policies that I am
afraid are leaving us weaker not stronger in the long run.

In his State of the Union Tuesday, President Obama had a
chance to tell the American people the truth about the depth of the
danger we face, as the debt commission told us. He missed perhaps
his last opportunity to rally the American people to make some
tough decisions that will feel tough but will not require us to sav-
age this Government spending.

I was astonished at how little the President spoke of our mount-
ing debt and fiscal obligations. Over 10 years, the Super Committee
finally agreed Mr. Chairman, to only $2 trillion in deficit reduction
instead of the 4 that we have been told repeatedly is the absolute
minimum. And you have said you would like to see more. We will
spend $45 trillion in the next 10 years, and we will add $12.4 tril-
lion to the gross debt. So I do not think a $4 trillion reduction in
that expected growth of debt is too much to ask. I really do not.

The President did not outline a plan to go beyond that $2.0 tril-
lion. He even called for spending half of the war saving, the money
that we were borrowing to fund the war. We were hoping to reduce
that amount of borrowing and stop increasing the debt by bringing
the war costs down. And now he proposed spending at least half
of that on new programs.

We hear the argument that spending cuts should be deferred, but
this I think goes against common sense, and the political reality.
The American people are ready to hear the truth, and they are
willing to take some action. We have to move when we have the
consensus to move, and I am really troubled that we might lose the
consensus we have to make some real good changes that I thought
the last election led us to.

Mr. Chairman, we should focus on solid policies, creating jobs
without adding to debt wherever possible. More growth, more jobs,
without more debt, that means more domestic energy exploration,
American energy; fewer burdensome regulations, the ones that do
not work and do not provide benefit; a streamlined Tax Code fo-
cused on growth; more free market competition in health care, not
more Government domination; a trade and immigration policy that
serves our national interest and legitimately protects our American
workers. It means making the Government leaner itself and more
productive. That would make America stronger and healthier.

The President says he wants America build to last, but we can-
not do that on borrowed money. Debt is not an asset. Spending is
not the virtue. Borrowing cannot be our future.

Thank you.
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Chairman CONRAD. I thank the Senator, and I just want to say
there are places where we disagree and, we are going to have a
really good debate in this Committee, and hopefully we are going
to have a really good debate on the floor of the Senate. But while
there are places we disagree, there are places where we are in
strong agreement. Especially the place where I see that we are in
strong agreement is the need for a substantial plan to deal with
the debt over this next 10 years.

You know, if we could find a way to come together on this Com-
mittee—and, look, I have been here 25 years. I am not operating
under any illusions. This is an election year. But I do believe if we
could find a way to come together around this Committee, that in
itself would be a boost to confidence in the country. So let us try.
You have my commitment. I am eager—this is my last year I am
going to be here. I am not burdened with a re-election campaign.
I will spend every possible moment focused on trying to achieve a
result, and I ask all members—I know it is hard. We all have
taken positions on things we feel strongly about. But if none of us
are willing to give any ground, we are not going to succeed. It is
going to take all of us to give some ground on things we hold dear
to find a way to come together. And I say it on both sides. On both
sides. And I plead with colleagues: Let us give it our absolute best
shot. Let us give it our best shot. I pledge to do that.

Senator SESSIONS. Well, you have taken action, too. You have
said we are going forward. You made a decision to go forward with
the budget process, and that is real action. I think that is a good
first step. Thank you.

Chairman CONRAD. I thank you.

We will go to our witnesses. Dr. Blinder, we will start with you,
and we will go right down the table. Seven minutes, if you would
try to hold to that. Your full testimony will be made part of the
record, and then we will open the panel up to questions. And,
again, thank you very, very much for being here. I appreciate it.

Dr. Blinder.

STATEMENT OF ALAN §S. BLINDER, PH.D.,, GORDON S.
RENTSCHLER MEMORIAL PROFESSOR OF ECONOMICS AND
PUBLIC AFFAIRS, PRINCETON UNIVERSITY, AND VICE
CHAIRMAN, PROMONTORY INTERFINANCIAL NETWORK

Mr. BLINDER. Well, Chairman Conrad, Ranking Member Ses-
sions, and members of the Committee, I would like to thank you
for the opportunity to share my views on the economy and the
budget with you today.

I think even in this very fractious climate, everyone agrees that
the recovery from the Great Recession has been far too weak. Both
of you spoke to that. We are getting new GDP numbers tomorrow,
but the ones we have now show a compound annual growth rate
since the recession ended of only 2.4 percent. That is a rate we
would be satisfied with if we started at 5-percent unemployment.
It is a rate that is just totally unsatisfactory, starting from 10-per-
cent employment, and the growth rate over the last three quarters
has only been about half that.

Some observers view this weak macroeconomic performance as
unsurprising and maybe even inevitable, given the devastating fi-
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nancial crisis that brought about the recession. You have alluded—
you have more than alluded to. You mentioned the analysis of Car-
men Reinhart and Ken Rogoff, which is justly celebrated, showing
that it takes a very long time for economies to recover from bank-
ing and financial crises. But what is rarely noticed about that and
was pointed out in a very nice paper recently by three researchers
at the Fed is that the extraordinarily poor performance over a dec-
ade is not so much from the slow recoveries after the bottom; it is
that the bottom is so deep, and it just takes a very, very long time
to climb out.

And that should be a lesson to all of us. It means that we are
not condemned to a sluggish recovery in terms of growth rate,
much less one that never gets us back to full unemployment, as
you hear some people claiming. There are many, many factors rel-
evant to the speed of any economic recovery, including both na-
tional economic policy and luck. I want to start with the first and
then finish with the second. It would be nice to have a little luck.

The U.S. policy response to the devastating recession was vig-
orous, as you said, Mr. Chairman, but it is petering out, as you also
mentioned. The Fed deserves a lot of kudos for what it has done,
but I want to focus here, of course, on congressional actions.

I realize that, for many members, voting for TARP back in 2008
was about as much fun as root canal work. But I have little doubt
that history will record that that vote, the vote for the Recovery
Act in February 2009, followed then by the very successful bank
stress tests that spring—which, by the way, required the TARP
money behind them to be effective really turned the tide, making
a horrific situation merely terrible.

That is a hard point to make, right? We wound up at a terrible
point. It could have been much, much worse.

In that paper with Mark Zandi that you mentioned, Mr. Chair-
man, we used a large-scale model of the U.S. economy, not Macro
Advisers’ model, the Moodyseconomy.com model to estimate the
overall impact of all of these policy responses, taken together, on
the economy. And I think, as far as I know, it is the only such esti-
mate to this day. There are many estimates of the effects of the Re-
covery Act, for example, but there were many, many things done
on the financial arena.

We estimated that all those policy responses together added 10
million jobs in 2011 and 2012. It is roughly the same number for
2011 and 2012. If you translate that to the unemployment rate,
that is roughly 6.5 percentage points. So if that is anywhere near
correct, just think about it, that instead of 8.5 we would now be
at 15. Maybe that is wrong, but if it is even close to the ballpark,
that is just an unthinkably bad outcome that we avoided.

Now, the spending from the TARP, of course, is long gone, and
spending from the Recovery Act peaked in 2009 and has been de-
clining ever since. In fiscal year 2011, that amounted to roughly 1
percent of GDP from the Recovery Act; in fiscal 2012, it will be per-
haps half that amount, just as a ballpark number.

Correspondingly, if you look at the Federal spending component
of GDP, it has been negative. It has been falling since the third
quarter of 2010. This comes to the point about the near-term fiscal
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drag that you mentioned in your opening statement, Mr. Chair-
man.

I published an op-ed in the Wall Street Journal a week ago, ex-
ploding what I called four myths about the budget deficit. I am not
going to go over all four of them now. One was that we have an
urgent deficit problem that has to be tackled right away so we do
not become the next Greece. That has a corollary the notion that
if there is any fiscal stimulus, you have to pay for it immediately,
if not sooner, lest we spook the markets.

In fact, if you look at the markets, they are practically falling
over themselves to lend money to the Federal Government—the
United States Federal Government, not to some other govern-
ments—at negative real interest rates. So I suggested there as an
example a package that would spend another $500 billion in the
near term and pay for it 10 times over, with $5 trillion worth of
deficit reduction. I would support that kind of a policy if you
changed the 5 to a 6, to a 4, to a 3, almost any number.

A second myth, which I know comes straight from your legal
mandate to deal with 10-year budget windows, is the obsession on
the next 10 years. In fact, if you look at the CBO long-term projec-
tions, what happens over the next 5 years is actually quite benign
and what happens over the next 10 does not matter very much. It
is after that that things explode entirely out of control, almost com-
pletely due to health care spending. So that is the issue.

Finally, in the last minute I see on the clock, to the luck issue.
My rough outlook for GDP growth in calendar year 2012 is about
2.5 percent, the same tepid pace that we have been experiencing
since the recession, minus whatever we lose to bad luck. The big-
gest threat on the economy is contagion from Europe, financial con-
tagion from Europe. The latest news on that in the last few days
or a week or so is pretty good, but it turns good and it turns bad,
and we just cannot count on that. It could change any day. And if
we get a worst-case scenario, a Kuropean financial blowup that
looks somewhat like Lehman Brothers—it would not be exactly like
Lehman Brothers; the details would be entirely different—I think
almost all, if not all of that putative 2.5-percent growth could just
evaporate in a worldwide recession.

The other major risk, which I cannot begin to calculate, comes
from the Middle East and oil. So far that looks okay, but who
knows what might happen there.

So, in sum, I would say the near-term outlook for the economy
is for mediocrity if we are lucky and stagnation if we are not lucky.
And I would have hoped that the United States of America had
higher aspirations than that. And I would also have hoped that fis-
cal policy would help, not hinder, this recovery.

Thank you very much for listening. I would be happy to answer
any questions in the question period.

[The prepared statement of Mr. Blinder follows:]
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Chairman Conrad, Ranking Member Sessions, members of the Committee, 'd like to thank
you for the opportunity to share my views on the economy and the budget with you today.

Even in this fractious climate, | think everyone agrees that the recovery from the Great
Recession has been far too weak. New GDP numbers are out tomorrow, but the ones in hand
today show a compound annual growth rate of real GDP of only 2.4% since the recovery began.
That’s a rate we should be satisfied with starting from full employment, not from the massive
unemployment of mid-2009. And growth over the last three quarters has averaged only about
haif that pace.

Some observers view this weak macroeconomic performance as unsurprising, maybe even
inevitable, given the devastating financial crisis that brought on the recession. In a justly-
famous book, Carmen Reinhart and Ken Rogoff emphasized that it takes a long time for
economies to recover from banking and financial crises.” But what is often not noticed is that
the main reason behind this discouraging fact is the extraordinary depth of the recessions that

financial crises cause, not the slow recoveries thereafter, as three Federal Reserve researchers

! Carmen Reinhart and Kenneth Rogoff, This Time Is Different, Princeton University Press, 2009.
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have recently pointed out in an important paper.” it takes a long time to climb out because the
hole is so deep, not because the ascent is so slow.

That should be a lesson to us all. We are not condemned to a sluggish recovery, much less
to one that never gets the unemployment rate back below 6% or 7%, as some have claimed.
Many factors are relevant to the speed of an economic recovery, including both national
economic policy and luck. Let me start with the first and finish with the second.

The U.S. policy response to the devastating recession was vigorous, but is petering out. The
Federal Reserve promulgated a veritable laundry list of, first, emergency responses to the crisis
and, then, measures to support the recovery. The Fed deserves kudos for all this, and it is
probably not finished. But it is down to very weak weapons, and | want to focus here on
congressional actions instead.

| realize that, for many members, voting for TARP was about as much fun as root canal
work. After all, how many voters have ever thanked their elected representatives for bailing out
banks? But | have little doubt that history will record that the votes for TARP in October 2008
and the Recovery Act in February 2009, followed by the highly-successful bank stress tests that
spring {which required the availability of TARP funds), turned the tide--making a horrific
situation merely terrible.

in a 2010 paper, Mark Zandi and | used a large-scale model of the U.S. economy to
estimate the overall impact of all the policy responses, taken together, on the economy‘3 Itis

still, to my knowledge, the only such estimate. We estimated that the policy responses made

: Greg Howard, Robert Martin, and Beth Anne Wilson, “Are Recoveries from Banking and Financial Crises Really So
Different?,” International Finance Discussion Papers No. 2011-1037, November 2011
3 alan S. Blinder and Mark Zandi, “How the Great Recession Was Brought to an End,” Moody’s Analytics, July 2010.
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employment about 10 million jobs higher than it otherwise would hove been in both 2011 and
2012. That translates, roughly, to an unemployment rate about 6%% lower than it otherwise
would have been.

Spending from the TARP, of course, is long gone, although some funds are still outstanding.
Spending and tax cuts from the Recovery Act peaked in the second and third quarters of 2009,
and have been more or less declining ever since. In fiscal year 2011, they amounted to about
1% of GDP; in fiscal 2012, they will be perhaps half that amount. In other words, without the
December 2010 extension of the payroll and income tax cuts, the change in fiscal stimulus
would have turned notably negative--a drag on growth. Correspondingly, if you look at the
major components of real GDP growth, the contribution of Federal government purchases of
goods and services has been mostly negative since the third quarter of 2010. This fact does not
accord at all with the popuiar notion that we are suffering from a bout of runaway federal
spending. It is also one reason why the recovery has been so tepid. (Failure to address the
foreclosure problem is another.)

A week ago, | published an op-ed piece in the Wall Street Journol, exploding what 1 called
four myths about the budget deficit.* One of them is that we have an urgent deficit problem
that must be tackled right away, lest we become the next Greece. On this view, any further
fiscal stimulus must be “paid for” immediately, lest we spook the markets. But in fact, world
financial markets are eager to lend the United States government vast amounts at negative real
interest rates. That means that, in purchasing power terms, they are paying us to borrow their

money! As an example of sensible budget policy in today’s environment, ! suggested coupling

* Alan S. Biinder, “Four Deficit Myths and a Frightening Fact,” Wall Street Journal, January 19, 2012.
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another $500 billion in stimulus spending with $5 trillion in deficit reduction, enacted now but
not starting until, say, 2014.

A second myth, which | realize comes straight from the conventional ten-year budget
window, is the obsessive focus on the next ten years. In fact, if you look at CBOs long-term
projections, what happens over the next five years is fairly benign, and what happens over the
next ten barely matters {except as prologue to the future). Our deficit problem is a whopper,
but it is much longer-term than that. The deficit and debt only start exploding in the 2020s, the
2030s, and beyond.

Why? The answer is remarkably simple: healthcare costs. As | noted in that Journal piece,
100% or more of the projected increase in the primary {that is, non-interest) deficit comes fron
rising healthcare expenditures.

Finally, to the luck issue: My outlook for calendar year 2012 is for roughly 2%:% growth, the
same tepid pace we have averaged since 2009, minus whatever we lose to bad macroeconomic
luck. The biggest threat on the horizon is financial contagion from Europe. The latest news on
that front is pretty good, if you don’t look too hard at Greece. But that could change any day. f
the European financial system blows up in post-Lehman fashion, most or all of that putative
2%% growth could go down the drain.

The other major risk--which, to me, is incalculable--comes from the Middle East and oil
prices. Modest fluctuations in oil prices are macroeconomically negligible events. But if, say, a
closing of the Strait of Hormuz sends oil prices skyrocketing, the damage to the US economy

could be consequential.
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So, in sum, the near-term outlook is for mediocrity if we are lucky and stagnation if we are
not. | would have hoped the United States of America had higher aspirations than that. | would
also have hoped that fiscal policy would help, not hinder, the recovery.

Thank you very much for listening. | would be happy to answer any questions.



19

Chairman CONRAD. Thank you very much.
Dr. Prakken, again, welcome, and please proceed with your testi-
mony.

STATEMENT OF JOEL PRAKKEN, PH.D., SENIOR MANAGING
DIRECTOR, MACROECONOMIC ADVISERS

Mr. PRAKKEN. Chairman Conrad, distinguished members of the
Committee, my name is Joel Prakken, and I am the senior man-
aging director of Macroeconomic Advisers, a forecasting firm in St.
Louis that I founded in 1982. Thank you for inviting me to this
hearing to discuss the risks and uncertainties surrounding the U.S.
and global economic outlook for 2012 and what policymakers might
do to improve it.

Our outlook, like Alan’s, for 2012 is guarded. We see the Nation’s
real GDP growing only about 2.25 percent over the year. This is
not fast enough to lower the unemployment rate below the current
8.5 percent. Indeed, unemployment could drift up modestly from
here over the next 12 months. Given that much slack in labor and
product markets, inflation will remain subdued; consumer prices
likely will rise only about 1.5 percent over the course of the year.
But with unemployment that far above the full employment bench-
mark and inflation below the 2 percent that we believe the Fed im-
plicitly targets, monetary policy will remain accommodative and in-
terest rates extraordinarily low by historical standards.

Consumer spending will grow at about the same pace as GDP.
Private domestic investment will grow somewhat faster. A nar-
rowing trade deficit will be a modest boost to growth, but fiscal pol-
icy will restrain the recovery, and this fiscal restraint has three
components. First, the stimulus associated with the American Re-
covery and Reinvestment Act of 2009 is abating. Second, the caps
on discretionary spending passed as part of the Budget Control Act
of 2011 will start to bite. And, third, in the face of ongoing fiscal
pressures, State and local governments will continue to trim spend-
ing and boost taxes in order to comply with their balanced budget
mandates.

Where are we in the deleveraging process that all of us are con-
cerned with? At least at the aggregate level, there are indications
that in the United States we are nearing the end of the first stage
of the deleveraging process. Corporations—well, at least large cor-
porations—are flush with internally generated funds and boast
well-structured balance sheets. The personal saving rate appears to
have stabilized far below the 8 to 10 percent that some pundits
were forecasting just a few years back. House prices have fallen
back into proximate historical alignment with incomes and rents.
And thanks to consumers’ retrenchment and very low interest
rates, the ratio of households’ debt service to disposable income has
retreated to a very low level.

Yet this steadily brightening picture masks other legacies of the
Great Recession. A sizable percentage of homeowners remain un-
derwater on their mortgages, and there can be little doubt that this
is both a drag on consumer spending, the housing rebound, as well
as an impediment to labor mobility that contributes to high struc-
tural unemployment. Furthermore, the deleveraging process has
other secondary dimensions now coming more forcefully into play
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as the economy strains to expand. Credit standards have tightened,
especially in the residential mortgage market where qualifying
credit scores and loan-to-value ratios linger well above recent his-
torical norms. It can prove difficult to secure financing or refi-
nancing for commercial real estate projects, especially those origi-
nated or refinanced at the height of the real estate boom 5 years
ago. Federal regulations intended to define, identify, and curtail
systemic financial risk are now under development. All these sec-
ondary dimensions of the deleveraging process might safeguard the
economy and improve the quality of the expansion, but they do also
restrain the pace of the recovery.

Now, in my 30 years in this business, I have never known as
much uncertainty to surround our forecasts as is the case today,
and I want to discuss briefly with you several areas of risk and un-
certainty that are critical to how the economic environment may
evolve over the next several years, areas about which I think many
economists actually agree, although there could be some reasonable
disagreement on some of these points. But first let me address fis-
cal policy.

Now, we prepare our forecasts using an economic model that re-
quires us to make explicit assumptions, very explicit assumptions,
about future fiscal policies. This was a lot easier in the old days.
Changes in the formulas governing mandatory benefits, changes in
the Tax Code, and major changes in discretionary spending were
relatively infrequent and usually considered permanent in nature.
Now the fiscal landscape is cluttered with temporary policies the
extensions, modifications, or expirations of which can have measur-
able, indeed sizable, impacts on our forecast.

Now, I do not know how all these things are going to play out,
and I would be suspicious of any forecaster that claims he or she
does. But for what it is worth, and to give you a sense of the chal-
lenge here, our forecast assumes that the payroll tax holiday and
emergency unemployment benefits are extended through December
but will be paid for gradually over the next decade, that the AMT
will be patched, that docs will be fixed, that health care reform will
not be repealed, that most of the Bush tax cuts will be extended,
that a full sequester will be avoided, and that a grander bargain
on gradual deficit reduction will be achieved. A lot of assumptions
there. However, imagine the enormous fiscal drag in 2013—roughly
5 percent of GDP—should, either by political design or political
miscalculation, the tax holiday, unemployment benefits, the AMT
patch, the doc fix and the Bush tax cuts all expire even as the new
health care taxes take hold and discretionary spending is seques-
tered. Furthermore, all that could happen in a still sputtering econ-
omy when the Fed, having already fired most of the arrows in its
monetary quiver, cannot respond aggressively or, even worse,
might be politically constrained from responding at all. In our mod-
eling, that is a recipe for a recession.

I want to talk about the euro crisis. We view the slow-motion
train wreck that is the European sovereign debt crisis as the single
largest downside risk to continued economic recovery here in the
United States. Slower growth in the EZ means slower growth in
U.S. exports to the region; it could also mean a higher value of the
dollar, which makes goods and services produced in the U.S. less
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competitive in global markets. But far more important would be
the financial contagion that could spread around the globe, without
regard to borders, if an uncontrolled Lehman event occurs within
the European financial system this year. The prices of risky assets
around the world would decline together even as the dollar
strengthened. If the financial tsunami was severe enough, it could
tip the U.S. into the back end of a double-dip recession. And this
does not even consider the possibility of the dissolution, either in
part or in full, of the euro itself.

House prices, my last point. The issue here is that home buyers
and home builders delay buying and building if the expectation is
for further declines in house prices. The consensus forecast is for
house prices to begin rising modestly, and that certainly would be
good news. Rising, rather than falling, house prices would lower
the real or inflation-adjusted cost of mortgage finance, and thereby
supporting housing demand. They also would boost households’ net
worth and prevent foreclosures, thereby supporting consumer
spending.

Unfortunately, it is difficult to be confident in the consensus fore-
cast for house prices. For one thing, not that long ago the con-
sensus was for house prices to turn up last year. And for another,
no one knows for sure how large is the shadow inventory of houses
that could be brought to market the moment potential sellers sense
that prices have bottomed out, thereby renewing the downward
pressure on prices all over again and delaying for even longer the
eventual turnaround in housing.

So as the economy approaches the 3-year mark of this recovery,
the coming year or two are likely to see growth and utilization
rates that, while not especially surprising given the circumstances,
will nonetheless feel and be very disappointing. Furthermore, the
risks to the forecast and the uncertainties surrounding them have
seldom, if ever, been as varied or as prevalent as they now are, and
neither our monetary or fiscal authorities are well positioned or
even inclined to counter adverse shocks to the economy. In short,
these will be very trying times.

Now, you can call me a cockeyed optimist because, at least from
my viewpoint, I can imagine worse outcomes than the ones I do
consider most likely. But I surely hope not to see those.

Thank you for your kind attention today and for the opportunity
to offer my advice.

[The prepared statement of Mr. Prakken follows:]
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Chairman Conrad and distinguished members of the Committee. My name is Joel
Prakken. I am Senior Managing Director of Macroeconomic Advisers, a forecasting firm
in Saint Louis that I co-founded in 1982. Thank you for inviting me to this hearing to
discuss the risks and uncertainties surrounding the U.S. and global economic outlook for

2012, and what policymakers might do to improve it.
A Guarded Outlook

Our outlook for 2012 is guarded. We see the nation’s real Gross Domestic Product
growing only about 2%% over the year. This is not fast enough to lower the
unemployment rate below the current 8%4%. Indeed, unemployment could drift up
modestly from here. Given that much slack in labor (and product) markets, “core”
inflation will remain subdued; consumer prices likely will rise only about 1% over the
year. With the unemployment rate above “full employment™ and inflation below the 2%
we believe the Fed (implicitly) targets, monetary policy will remain accommodative and

interest rates extraordinarily low by historical standards.

Consumer spending will grow at about the same pace as GDP. Gross private domestic
investment will grow somewhat faster. A narrowing trade deficit will be a modest boost
to growth, but fiscal poli‘cy will restrain the recovery. This fiscal restraint has three
components. First, the stimulus associated with the American Recovery and Re-
investment Act of 2009 is abating. Second, the caps on discretionary spending passed as
part of the Budget Control Act of 2011 will start to bite. And third, in the face of
ongoing fiscal pressures, state and local governments will continue to trim spending and

boost taxes in order to comply with their balanced-budget mandates. For fiscal 2012, we
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expect the federal deficit (on a unified budget basis) to top $1.1 trillion for the fourth

consecutive year.

Where are We in the Deleveraging Process?

[t is generally accepted in the forecasting profession that economic recoveries following
recessions precipitated by financial crises are slowed by the process of “deleveraging”.
So far, the ongoing recovery in the U.S. appears to be no exception to this rule, especially
when compared to the strength of the recovery normally associated with an “output gap”

as large as that which developed in 2009.

At least at the aggregate level, there arc indications the U.S. is nearing the end of the first
stage of the deleveraging process. Corporations — well, at least large corporations—are
flush with internally generated funds and boast well-structured balance sheets. The
personal saving rate appears to have stabilized far short of the 8% to 10% that some
pundits (although not this one!) were forecasting a few years back. House prices have
fallen back into proximate historical alignment with incomes and rents. Thanks to
consumers’ retrenchment and very low interest rates, the ratio of households’ debt service

to disposable income has retreated to a very low level.

Yet this steadily brightening picture masks other legacies of the “great recession.” A
sizable percentage of homeowners remain “underwater” on their mortgages, and there
can be little doubt this is both a drag on consumer spending and an impediment to labor
mobility that contributes to high “structural” unemployment. Furthermore, the
deleveraging process has other “secondary” dimensions now coming more forcefully into
play as the economy strains to c'xpand. Credit standards have tightened, especially in the
residential mortgage market where qualifying credit scores and loan-to-value ratios linger
well above recent historical norms. It can prove difficult to secure financing or re-
financing for commercial real estate projects, especially those originated or re-financed at
the height of the real estate “boom™ five years ago. Federal regulations intended to

define, identify, and curtail systemic financial risk are under development. These
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secondary dimensions of the deleveraging process might safeguard the economy and

improve the “quality” of the expansion, but they do also restrain the pace of recovery.

Through the Looking Glass

Economists, especially economists with computers (like me; OK, including me!) produce
forecasts that can convey a false sense of understanding and precision. In that regard, in
my 30 vears in this business, [ have never known as much uncertainty to surround our
forecasts as is the case today. The distribution of possible outcomes is not tightly or even
symmetrically clustered around a central tendency. Indeed, recently I find myself
thinking that our clients might be better served if we gave then a long list of alternative
outcomes or scenarios, each dependent on a particular set of assumptions, and let them
choose for themselves the assumptions (and hence outcomes) that they believe are most
likely. To elarify my angst over all this, I want to discuss briefly five areas of risk and
uncertainty critical to how the economic environment may evolve over the next several

years—areas about which many economists disagree.

Fiscal Policy

We prepare our forecasts using an economic model that requires us to make explicit
assumptions about future fiscal policies. This was a lot easier in the “old days!”
Changes in the formulas governing “mandatory” benefits, changes in the tax code, and
major changes in discretionary spending were relatively infrequent and usually
considered permanent in nature. Now the fiscal landscape is cluttered with temporary
policies the extensions, modifications, or expirations of which can have measurable,

indeed sizable, impacts on our forecast.

Will the current “payroll” tax holiday and federal emergency unemployment benefits be
extended beyond February? If so, will they be extended beyond 2012? How will they be
paid for? When will they be paid for? Will the “Bush tax cuts”, either in part or in their
entirety, sunset in 2013? Will the “AMT patch” and the “Doc fix” be extended (again)?
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Will the Affordable Healthcare Act and the related tax increases scheduled for 2013 be
repealed after the upcoming presidential election? Will there be a “sequester” of
discretionary spending in 2013 because the Congressional “Super Committee” “failed,”

or will some form of that Committee reconvene during 2012 and “succeed?”

I don’t pretend to know for sure how all this will play out, and I'd be suspicious of any
forecaster that claims he or she does know. For what it is worth, our forecast assumes
the payroll tax holiday and emergency unemployment benefits are extended through
December but will be paid for gradually over the next decade, that the AMT will be
patched, that “docs” will be fixed, that healthcare reform will not be repealed, that most
of the Bush tax cut will be extended, that a full sequester will be avoided, and that a
grander bargain on gradual deficit reduction will be achieved. However, imagine the
enormous fiscal drag in 2013 — roughly 5% of GDP — should. either by political design
or political miscalculation, the tax holiday, unemployment benefits, the AMT patch, the
Doc fix and the Bush Tax cuts all expirc even as the new health care taxes take hold and
discretionary spending is sequestered. Furthermore, all this could occur in a still-
sputtering economy when the Fed, having already fired most of the arrows in its
monetary quiver, cannot respond aggressively or, even worse, might be politically
constrained from responding at all. In our modeling, that is a recipe for at least a “growth

recession”, if not an outright one.

And then there is this: a relatively new but growing and interesting empirical literature
suggests that the very existence of such policy uncertainty restrains economic growth.
The intuition is simple to grasp. If you don’t know in what policy environment you will
be spending, saving, investing, and working, there is natural inclination simply to delay
important decisions and actions until more clarity is achieved. Alas, with the growing
number of temporary provisions clouding the fiscal crystal ball, opaqueness is trumping

clarity, and quite handily.
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Monetary Policy

The Federal Reserve Open Market Committee is in unchartered territory, never before
having used the unconventional policy tools wielded of late or having to contemplate an
“exit strategy” that simultaneously envisions raising short-term interest rates off the “zerc
bound™ and shrinking, as economic conditions dictate, a temporarily bloated balance
sheet while restructuring both the composition and the duration of its portfolio. “On
paper” the FOMC knows how to do all this while preserving its credibility as stalwart
against inflation. Still, the novelty of the situation implies risks not previously
encountered. We assume the Fed engineers an eventual graceful return to both normal
interest rates and a normal balance sheet, but others are less sanguine about this. In the
meantime, however, the FOMC is not well-positioned to respond to a near-term adverse

economic “shock”, and this inflexibility heightens downside risks to the outlook.

Euro Crisis

We view the slow motion train wreck that is the European sovereign debt crisis as the
single largest downside risk to continued economic recovery here in the United States.
Slower growth in the Euro-zone means slower growth in U.S. exports to the region; it
could also mean a higher value of the dollar, which makes goods and services produced
in the U.S. less competitive in global markets. But far more important would be the
financial contagion that could spread around the globe, without regard to borders, if an
uncontrolled “Lehman event” occurs within the European financial system this year. The
prices of risky assets around the world would decline together even as the dollar
strengthened. If the financial tsunami was severe enough it could tip the U.S. into the
back end of a “double dip” recession. And this doesn’t even consider dissolution, either
in part or in full, of the Euro itself, the near-term economic consequences of which

would, in our judgment, be much more severe.
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Qur forecast assumes that a sharp but not unprecedented recession in Europe started in
the fourth quarter of 2011 but that it will end by mid-year, and that the policy response
unfolding in Europe is enough to head off the worse scenario mentioned above, Recent
developments out of Europe are promising. In particular, the decision by the European
Central Bank to lend to private banks so they, in turn, can buy troubled sovereign debt
seems to be working...for now. Alas, this hasn’t fixed the fundamental fiscal imbalance
at the heart of the problem in the “PIGS™ and other peripheral European countries, and
circumstances in Europe could quickly deteriorate very quickly and at any moment.
Furthermore, colleagues with an ear close to the European third rail, as it were, suggest to
us that the odds of something so untoward happening are about as high as the happier
outcome we’ve assumed. [ might add, however, that the recent European experience
should give pause to those who argue that sharp fiscal contractions are expansionary in

the short run!

House Prices

During the great recession residential construction fell from roughly 6% of nominal GDP
to hardly more than 2%, seemingly too small to even matter anymore. Even so, we
believe it unlikely that the U.S. can enjoy really robust growth without housing sharing
prominently in the recovery. The issue, of course, is that homebuyers and homebuilders
delay buying and building if the expectation is for further declines in house prices. The
consensus forecast, which we have adopted, is for house prices to begin rising modestly
next year (that is, 2013). That would certainly be good news. Rising, rather than falling,
house prices would lower the “real” or inflation-adjusted cost of mortgage finance,
thereby supporting housing demand. They also would boost households’ net worth and
prevent foreclosures, thereby supporting consumer spending. Unfortunately, it is difficult
to be confident in the consensus forecast for house prices. For one thing, not that long
ago the consensus was for house prices to turn up... in 2011! For another, no one knows
for sure how large is the “shadow inventory” of houses that could be brought to market

the moment potential sellers sense that prices have bottomed out, thereby renewing the
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downward pressure on prices all over again and delaying for even longer the eventual

turn-around in housing.

Now when that turnaround finally does come, it could be strong indced. Steadily
accumulating pent-up demographic demand suggests the U.S. will have to build an
average of perhaps 1.5 million units per year over the coming decade. This implies about
a 300 percent (yes, 300 percent) increase from current levels. Importantly, the tilt of
reviving construction could be towards multi-family rental units as today’s new financial

realities discourage home ownership.

In the meantime, one has to wonder whether more couldn’t be done to support house
prices with relatively (if any) net risk to taxpayers. The price of a house can fall
dramatically when the property enters foreclosure, so policies that prevent foreclosures—
especially so-called “strategic foreclosures™—could pay considerable economic
dividends. Recent Administration efforts to facilitate mortgage re-financing and
modification could and, in our judgment, should be widened to cover as many mortgages
as is reasonably possible. Perhaps lenders could be allowed to share in future house price
appreciation as a way to coax them to the refinancing table. Proposals for the GSEs to

bulk sell properties for rental use also hold some promise.

Labor Force Participation

Over the past several years large numbers of people have stopped looking for work. The
resulting decline in the labor force participation rate mitigated what otherwise would
have been a much larger increase in the unemployment rate. Indeed, over the last year
the unemployment rate has declined by about a percentage point despite anemic

economic growth well below historical estimates of “trend”.

There is an active debate in the forecasting profession over whether this decline in
participation 1s mostly cyclical-—and so likely to be reversed as the economy improves—

or more permanent or “structural” in nature. The answer to this question is important
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partly because it determines the economy’s potential for non-inflationary growth which,
in turn, bears importantly on the deficit projections that will serve as the baseline for the
fiscal wars sure to be waged over the next several years. Our work suggests there will be
a cyélical rebound in labor force participation that will permit strong growth in the
middle part of the coming decade—between 4% and 5% in some years—with a decline in
the unemployment rate gradual enough to curtail any inflationary threat. Others,

including the CBO, have a less optimistic take."

Concluding Remarks

As the economy approaches the 3-year mark of this recovery, the coming year or two are
likely to see growth and utilization rates that, while not especially surprising given the
circumstances, will nonetheless feel disappointing. Furthermore, the risks to the forecast
and the uncertainties surrounding it have seldom, if ever, been as varied or as prevalent as
they now are, and neither our monetary or fiscal authorities are well-positioned or even
inclined to counter adverse shocks to the economy. In short, these will be trying times.
But call me a cockeyed optimist because, at least from my viewpoint, [ can imagine

worse outcomes than the ones I do consider most likely.

1 thank you for your kind attention today and for the opportunity to offer advice. T would

be happy to answer any questions you may have.

* & k ok ok ok Kk
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Chairman CONRAD. Thank you, Dr. Prakken.
Dr. Brannon.

STATEMENT OF IKE BRANNON, PH.D., DIRECTOR OF
ECONOMIC POLICY, AMERICAN ACTION FORUM

Mr. BRANNON. Chairman Conrad, Ranking Member Sessions,
members, thank you very much for the invitation.

As somebody who worked on the Hill nearly a decade as an econ-
omist and one of whose jobs was to inform members of economic
forecasts, I just want to give the warning that it is really difficult
to do economic forecasts, and I always try to caution my bosses not
to put too much faith in them. And it is not to denigrate Dr.
Prakken, who has by all accounts the best forecast out there. This
is just an impossible thing to do.

If you look at forecasts, the way they work, generally people fore-
cast next quarter something close to what this quarter is, and then
the quarter after that is some kind of combination between long-
run growth and what it was last quarter and then three quarters
out it is more or less what they think long-term economic growth
is.

This is not really a science, and as Dr. Prakken indicated, it is
subject to all kinds of contingencies that might happen. And I
think right now if you look at what is going on out there, there are
a lot of risks to the economy. I think Dr. Blinder identified that
who knows what is going to happen in the Middle East, who knows
what is going to happen with oil prices, and I think as everybody
who has spoken here has indicated, what happens in Europe is the
real wild card.

There have been a few articles in the last few weeks—the Wash-
ington Post article yesterday refuted that. This idea that somehow
there is a delinkage there, that somehow we are somehow immune
from what might happen in Europe. I do not think that is the case
at all. I think in an increasingly globalized society we are just very,
very much at risk. And this idea that this might somehow benefit
us because if capital flight leaves Europe and is looking for another
place they will come here, that might be true in the short run, but,
I take a little bit of an exception to Dr. Blinder. I just do not think
that if we are going to run trillion-dollar deficits for the indefinite
future, I think at some point that is going to start spooking mar-
kets, especially, as he indicated, if we have an entitlement debt
that is growing and growing and growing and there has not really
been any real movement to do anything about it.

I am not a big fan of fiscal policy. I think it is an interesting and
fun game to play “What if?” What if we made certain changes—if
we had not made certain changes in 2009, what would have been
the impact? I just do not think the Government is ever going to be
very—is going to be nimble enough to enact fiscal policy in a way
that it benefits the economy. An example I like to give people has
to do with

the favorite restaurant I have in Washington, D.C., which is
Loebe’s Deli. It was located for 30 years at 15th and I Street. In
early 2010, as part of a stimulus project, that building was remod-
eled, and all the ground-floor tenants were booted out in early
2010. It is 2012. The work still has not begun, and over 100 people
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who worked in these ground-floor businesses ended up losing their
jobs. Loebe’s eventually a year later found a new place to work, but
the Government does things very slowly. It is the nature of the
beast. And we simply cannot count on, if there is some kind of new
recession out there, caused perhaps by the euro crisis, we simply
cannot count on the Government to nimbly respond to this with fis-
cal policy. And as both my counterparts have noted, the Federal
Reserve does not have too many quivers left to deal with the cur-
rent crisis we have. It is almost impossible to see how they can—
they certainly cannot lower interest rates further. The twist is
about done. It is really difficult to see what else they can do.

And so what I would like to encourage the Senators to think
about, instead of thinking about the very short-run policies that we
can do to stimulate the economy for the second or third or fourth
quarter, just to think longer term and think what we can do to en-
gender long-run economic growth. And the two things that I think
are most obvious are things that have already been cited before. I
think it is time to have a true entitlement reform occur. I think the
Simpson-Bowles committee made an admirable first attempt at
that, and I thought that would have been a wonderful place to
begin. The Gang of Six also talked about this. Again, that would
have been a great place to start the discussion. I wish that the
members on both sides would have picked that up and run with
that. I know as Chairman Conrad said, it is a really difficult time
to do something like this during an election year, but it just seems
to me that waiting one more year is something that we really can-
not afford at this time, and for a number of reasons. Not only are
health care costs rising, but another good thing that is happening
that also happens to have a bad outcome is that longevity is in-
creasing dramatically, especially from age 65 on.

So it 1s kind of interesting. If you look at the Centers for Disease
Control data from 2000 to 2007, longevity increased for people at
age 65 by nearly a year over that 7-year period. If longevity is
going up for people who hit the retirement age by nearly 2 months
a year, that is going to overwhelm our system, and that is some-
thing that Social Security and other actuaries really have not been
able to account for yet. This is kind of one negative surprise of
something that otherwise is a very good trend.

The other thing I would just like to say, since I am by training
a tax economist, is it really is beyond time to have a Tax Code that
looks like somebody designed it on purpose. As a former Treasury
Secretary said so nimbly, “we do not do a very good job at encour-
aging investment; we do not do a very good job at encouraging all
kinds of things.” And just the complications that are endemic in
the Tax Code is something that needs to be fixed.

To me it is obvious that there is a bipartisan solution that could
keep rates relatively low, get rid of a lot of exemptions, things like
the mortgage interest deduction, something I have written about
quite a bit, or at least carve it down, and end up with more rev-
enue and more reasonable rates and something that actually en-
courages economic growth rather than discourages economic
growth.

It seems like entitlement reform and tax reform are two gigantic
things, and I know it is difficult for Congress sometimes to do more
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than one thing at a time, but to me it seems like this is a pro-
pitious time for the U.S. Senate to bite off as much as it possibly
can.

Thank you.

[The prepared statement of Mr. Brannon follows:]
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Testimony to the Senate Budget Committee on the U.S. Economic Outlook
January 26", 2012
tke Brannon

American Action Forum

t wish to thank Chairman Conrad and Ranking Member Sessions as well as the other members of the
Committee for inviting me to taik about the U.S. Economic Outlook. | want to make clear that my
opinions today are solely my own and should not be construed as reflecting the position of my
employer, the American Action Forum.

| would like to state at the outset that | am not an economic forecaster, and have successfully avoided
doing such activities for all but a small portion of my career. However, | have had reason to use
economic forecasts throughout my career as an economist in the Treasury, the Office of Management
and Budget, and for the U.S. Congress, among other positions, and have given copious consideration to
the strengths and weaknesses of forecasts in general as well as in how they are used by politicians.

The Problem with Economic Forecasts

Before | opine on the U.S. economic outlook I'd like to begin by suggesting that most people put too
much stock in the forecasts of economists. While some have compared the predictions of economic
forecasters to those of meteorologists, to do so does the science of climatology a great disservice.
Weather forecasts have improved considerably in the last three decades, thanks to improvements in
data, advances in the understanding of their science, and the seismic increases in computing power
available today. One meteorologist observed that today’s forecast five days out is as reliable today as
their two day forecast was just a generation ago.

There has been no such improvement in economic forecasts, despite improvements in data and in
computing power available in our profession. I'll leave unexpliained but implied the weak link that has
hindered progress in economic forecasting. In general, economists are good at forecasting what the
economy will be fike in the future when there is no reason to think that any significant economic change
will impact the economy: in such an absence forecasters generaily conclude that the next quarter will be
much like this quarter, and the quarter after that will trend towards our long-run equilibrium growth
rate, and the quarter after that will probably be at the equilibrium growth rate, which is the same thing
as saying “we have no idea what will happen that far in the future but if you have to guess, we'll guess
the long-run average and be, on average, correct.” This isn't science: it is mere extrapolation.

Figure 1 shows how poor the profession is at forecasting future growth when the economy is at a
turning point. in the first and second quarter of 2008, at the precipice of the biggest post-war recession
to befall the U.S. economy, none of the major entities that model the U.S. economy anticipated a
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recession. By pointing out their amazing lack of perspicacity { do not mean to denigrate the competence
of the Fed, Macro advisors, NABE, or anyone else, only to suggest that asking economists to come up
with an accurate picture of the economy more than a few months into the future is a fool’s errand, and
we should take such forecasts with a grain of sait.

Figure 1:

Sumener 2008 GDP Grawth Forecasts

Swria e AL

And just as it is beyond the ability of mere economists to forecast the ups and downs of the economy
past the immediate future, it is also beyond the ken to forecast how any government stimulus might
affect the economy as well. {n part it is because stimuius always comes at a turning point in the
economy, where the usuai formula of forecasting {doing a convex combination of last quarter’s growth
and long run trend) makes little sense.

The other problem is that | believe that fiscal stimulus is rarely effective at stimulating the economy.
Keynesian economists who place credence in the ability of government to manage a business cycle insist
that stimulus spending must be targeted and timely, and | submit that this does not in any way describe
the 2009 stimulus program. | won’t bore the Committee with a litany of examples where stimulus
spending prescribed in the stimulus took years to get off the ground—but they are legion, from the
home weatherization programs that waited over 18 months for the government to determine the
appropriate prevailing wages' to a remodeling of a government building that began by evicting every
ground floor retail tenant and nearly two years later has yet to begin remodeling.? Even this president
has acknowledged that the definition of “shovel-ready” in the government does not, in fact, mean
shovel-ready.

Even if the government were able to produce targeted and timely fiscal stimulus, | do not believe it
would, in fact, have much of an impact on our macro economy. As | have explained elsewhere, most
macroeconomists dismiss its impact, based on a perception of the world and the macroeconomy that is
at odds with reality. In 2009 | wrote that:

! Jonathan Karl: “Stimulus Weatherization Program Bogged down by Red Tape.” ABC News, February 17", 2010.

? ke Brannon: “What Happened to Loeb’s Deli?” Weekiy Standard, March 14" 2011,
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It is difficult to find a macroeconomics textbook these days that discusses Keynesian
fiscal stimulus as a policy tool without serious flaws, which is why the current $800-
billion proposal has taken many macroeconomists by surprise. John Cochrane of the
University of Chicago recently noted that the idea of fiscal stimulus is "taught only for its
Sfallacies™ in university courses these days. Thomas Sargent of New York University noted
that “the calculations that I have seen supporting the stimulus package are back-of-the-
envelope ones that ignore what we have learned in the last 60 years of macroeconomic
research.”

The problem, in short, is that responsible economic actors observing an endless string of trillion
dollar deficits should rationally expect future tax increases as necessary to reduce these deficits.
Putting more money in people’s hands via government borrowing will result in much of that
money being set aside to pay for future tax increases without any concomitant increase in
aggregate demand, a concept economists call Ricardian Equivalence.

I think that harm has been donc to our economy via the urgency to propagate some sort of
massive stimulus program in 2009 and the multiple attempts to add stimulus of various sorts
since then. Ryan Lizza documents in his recent article in the New Yorker that even the
Administration recognized how difficult it was to effectively spend the amount of money they
allocated in a way that would actually achieve anything useful-—but political expediency and the
desire for a nice, round number to sell won out over efficacy and frugality.* As a result, much of
the policy focus has ignored the factors that can contribute to long-run economic growth, which
is something that our government can do something about—but hasn’t, at least over the past few
years.

My Prognostication

I would like to offer a few thoughts on where the U.S. economy might be expected to go in 2012
but more importantly [ would like to lay out the pitfalls that might slow or stop this
disappointingly slow economic expansion.

First, while the topic du jour of the economic press seems to be that the U.S. economy may go
through a further deterioration of the Euro erisis unscathed, the result of a more tightly integrated
global economy is not decoupling. In fact, the opposite is occurring: As financial markets (and
major players) become more global in scope, it means that we should expect a greater
synchronicity between the various economies of the world.

As a result, to some degree it doesn’t matter whether the banks and financial institutions of the
United States have labored to insulate themselves from any fallout from a possible collapse of

* lke Brannon and Chris Edwards; “The Troubling Return of Keynesianism.” Cato Tax ond Budget Bulletin, January
2009.
¢ Ryan Lizza: “The Obama Memos: The Making of a Post-Partisan Presidency.” The New Yorker, January 30 2012,
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Greece, Italy, Spain, or the overall Euro-zone economy. Some of them have—despite pretences
to the contrary--significant exposure to Europe and will take a hit if the Euro crisis deteriorates,
but the fact that the market fears that there is significant U.S. exposure means that such an event
will impact our economy regardless of the balance sheet of banks. We too have unsustainable
deficits and a lack of political will to address them: It is hard to see why investors frightened of
sovereign default risk would leave Euroland for the U.S.

An unraveling of the Greek debt crisis that leads to a contraction of the Euro would more likely
trigger a contagion effect, dampening U.S. investment and consumption, as U.S. households
hunker down in fear of another round of job losses, absence of raises, and general economic
malaise.

There are other downside short-term risks to the U.S. economy: Middle East unrest from either a
belligerent Iran or a destabilized Iraq could shoot up global energy prices, as would further
instability in Nigeria or a messy aftermath of the Chavez reign, should he perish and descend to
Hell.

And I am not sure the U.S. economy is in a spot where it can easily absorb a series of external
shocks and continue unscathed. The overhang from the housing crisis continues to be a serious
drag on the economy and I do not see that changing in the near future. To have nearly one in four
homeowners underwater on their mortgages has created a problem not just for those homeowners
but for their communities and the banks. Unemployed workers arec more reluctant to move to
where there are jobs, banks are more hesitant to lend, and few new homes are being buiit. ’ve
advocated a fairly radical solution of allowing for a mortgage cramdown in the context of a
chapter 13 bankruptcy elsewhere,” and I believe that without some sort of radical solution, our
economy will at best muddle along at something close to our long-run average, which is not
enough to make a dent in our inventory of unemployed workers.

The biggest problem with economic policy in the last few years is that the government has
become too involved in the game. Businesses fear the flood of new regulations that the current
administration has unleashed; there has been no serious effort to reform a seriously broken tax
system, one in which a plethora of important provisions need to be renewed each year, leading to
incredible uncertainty; and the one positive economic boon for our economy of late—the
dramatic rise in domestic production of oil and gas—has been occurring in spite of opposition
from a Democratic Congress and EPA, not because of it.

We Need a Better Umpire

*“A Cure for the Housing Blues,” The Weekjy Strndurd, November 77, 2011,
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Brett Butler was an all-star outfielder for the Braves and Dodgers in the 1990s and had a
successful career that stretched over fifteen years. On the eve of his last game he was asked by
reporters how the league had changed since he had first been promoted to the Major Leagues. He
said—with not a bit of frustration—that earlier in his carcer he spent most of his preparation time
studying the tendencies and abilities of the pitchers he was to face in the next game. However,
the last few years in the lcague he felt the nced to devote more and more time studying the
predilections of the home plate umpire assigned to the game that night. The complete lack of
standardization in the strike zone across leagues—and umpires—made the job of a hitter all the
more difficult, and it took complaints from respected players like Brett Butler and others for
MLB officials to finally do something about it.

Today, 1 submit that our economy has rcached the same precipice as Major League Baseball did
fifteen years ago. The legion of businesses who need to plan for the future find themselves more
preoccupied with trying to discern what the government might do in tax and regulatory policy
rather than focus on how to attract new business or provide their products more efficiently.
Questions as to whether the aggressive regulatory agenda will continue through the election, the
resolution of the expiration of the various tax cuts come 2013, or whether EPA will succeed in it:
efforts to rein in hydraulic fracturing and the construction of future coal plants weigh heavily not
just on how forecasters view the economy but on how millions of businesses make future plans.
And the uncertainty the government has injected into the economy makes that task all the more
difficult.
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Chairman CONRAD. Thank you, Dr. Brannon, and thank you very
much for your references to the Fiscal Commission and the Group
of Six and your references to the need for tax reform. I used to be
a tax commissioner. I used to be chairman of the Multistate Tax
Commission. And for anybody that is intimately familiar with the
Tax Code, as I know you are, we are way past time to fundamen-
tally reform it. It is an abomination. If you were going to sit down
and design a Tax Code that would have the worst disincentives to
the very things we all want to see happen—savings, investment,
and economic growth—you would be hard pressed to do a worse
job.

I am going to defer my questioning time to Senator Cardin, and
then we will go to Senator Sessions and proceed with other mem-
bers. I will reserve my time. Senator Cardin?

Senator CARDIN. Mr. Chairman, thank you very much, and let
me thank all three of our witnesses. I found the testimony to be
very persuasive that if we had not taken action, decisive action,
today we would be faced with unemployment rates that are much
higher and options that are much fewer. So I also take away from
this, Mr. Chairman, from the testimony that has been given, that
if we do not extend the unemployment insurance programs, if we
do not deal with the payroll tax issue, if we do not deal with AMT,
if we do not deal with the physician problems in Medicare, we are
going to put a real anchor on our recovery and cost us employment.
Our unemployment rates will go up.

So we have a short-term/long-term issue here, and I just want to
associate myself with the comments of the Chairman and the
Ranking Member that we need a deficit reduction plan over the
next 10 years that a minimum reduces the deficit by $4 trillion.
And I agree with that. But in the short term, we have to take steps
to counter some of the challenges to our economy. Our State and
local governments are going to be reducing their input into the
economy. That is for sure. They have no choice, and they really are
relying upon the Federal Government to provide some assistance to
our economy. We have to figure out a way to do that consistent
with the long-term commitment to reduce our debt. And that is
what we really need to do.

I want to ask a question, if I might, as it relates to the housing
market. You all touched upon it somewhat briefly. We all know
that it was the housing bubble that burst that sort of sparked the
current recession. It was not the cause for the current recession,
but it was certainly a spark. Two of you have commented on it di-
rectly, but we may not yet be at the bottom. We hope we are. We
hope we will see housing prices increase. What can we do at the
Federal Government for policy that would be helpful to encourage
a more healthy housing market? We know that there is a lot of in-
ventory that is potentially out there. People have been sitting on
the sidelines. We also know that mortgage rates are historically
low. What can we do to try to encourage a responsible return in
the housing market that will help not only housing sales but also
new home starts?

Mr. BLINDER. May I start on that?

Senator CARDIN. Certainly.
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Mr. BLINDER. I will not start with pie in the sky, with Congress
appropriating huge sums of money to help these people that are
underwater in their mortgages, which in an ideal world I would,
and in 2008 I advocated that. But that is not going to happen.

There is something much simpler which I would hope that Re-
publicans and Democrats could agree on. When the law in 2008 es-
tablishing the FHFA was passed, it provided for conservatorship of
Fannie and Freddie if the worst happened. The worst did happen.
Fannie and Freddie are now in conservatorship.

Conservatorship perpetrates the fiction that there are share-
holders out there whose interests need to be protected, that we are
conserving value. So the head of the FHFA who, by the way, has
never been confirmed so he is acting, another issue—is under a
legal mandate from Congress, from this body, to conserve value.
The truth is, as we all know, that Fannie and Freddie are national-
ized companies, basically, and the only shareholders that matter
are the U.S. taxpayers. And that law should be rewritten. I do not
think it would take more than a one-paragraph bill to put that into
the law, that the job of the FHFA in taking care of the rest, which
will eventually be the demise, of Fannie and Freddie, the one objec-
tive should be to serve the citizens of the United States, period. I
think that would help.

Senator CARDIN. Dr. Prakken.

Mr. PRAKKEN. A number of things, but we should, I think, start
by saying there is no silver bullet that can fix the housing mess.
It will under all circumstances be a long and drawn out affair. But
I think we could agree that to date the programs intended to facili-
tate mortgage modifications and refinancings have had dis-
appointing take-up rates. I think that those disappointing take-up
rates are partly because of reservations on the lender side to par-
ticipate in these. So schemes that somehow broadened the number
of mortgages that qualify for these plans, perhaps coupled with
some approach to sharing future house price appreciation with the
lenders, could encourage them to become more actively involved in
this—I think that you have written about this—and they are also
extremely worried about having the so-called representations and
warranties put back to them in the event that they jump into the
refinancing game. So some sort of—a better attempt to modify
mortgages without actual debt forgiveness, which I think—

Senator CARDIN. On that point, if I just may interrupt for a mo-
ment, it is a major issue in my State of Maryland. I have had many
housing forums, and I have one again on this Saturday not far
from here. There is an inconsistency among the banking institu-
tions. You know, some are very happy to try to work things out be-
cause they understand it; others are very remote, and we cannot
seem to get their attention.

Is there any way that we can get the attention of the mortgage
holders in a more direct way?

Mr. PRAKKEN. Well, it could be that banks that have different
views on this have different financial stakes in it, and that could
]e:lx{)l?hil their different responses. So better information would be

elpful.

I think also there is this notion out there that the GSEs, are sit-
ting on large amounts of properties that have already been fore-
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closed and they could put those to the market in bulk sales, per-
haps with a provision that they would become rental properties for
a certain number of years. My understanding is there are investors
and developers who are chomping at the bit to get access to those
properties because they understand that demographically demand
for housing is cumulating, pent-up cumulating demand, and that it
is going to be tilted towards renters rather than owners given to-
day’s financial realities about homeownership. So perhaps some-
thing like that would go on.

But this is really, really important. There is a housing boom
waiting out there. Demographics suggest that we will have to
build, I do not know, maybe one and a half million housing units
per year on average over the next 10 years. We are only building
500,000 now. There is going to be a 300-percent increase in resi-
dential construction out there somewhere. But we have to have a
financial system in place that can accommodate that going forward.

The most important thing to do immediately is to do what we
can to stem house price declines. The most important thing I think
we can do there is to do what we can to prevent particularly the
so-called strategic foreclosures because we know that as soon as a
house goes into foreclosure, the property value goes down by 30
percent. So any of these programs that could modify mortgages, sell
the assets to get them into productive use, share the appreciation,
somehow or another to put a floor on the expectation of house
prices would really, really be helpful. Then you have to find a
model to replace the originate, securitize, and flip model that failed
us badly with something that can accommodate this demographic
push for housing demand that is going to be coming over the next
10 years.

Senator CARDIN. Let me thank the witnesses. This is an issue
that we are going to have to follow up when we have more time.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you.

Senator Sessions.

Senator SESSIONS. Mr. Chairman, I would yield my time to Sen-
ator Johnson.

Senator JOHNSON. Thank you, Senator Sessions, and, Mr. Chair-
man, I would like to agree with you that I think it is crucial that
we have a plan. I certainly want to extend my hand. I would like
to do everything possible to work out a budget resolution. I think
that is just absolutely crucial to restore some confidence and reduce
some levels of uncertainty, because as somebody who has been in
business for 31 years, made investment decisions, hired people, cre-
ated jobs, I do not think there is any doubt that really what is
holding back our economy is the high level of uncertainty and just
a total lack of confidence in what is going to happen with our econ-
omy. And I think so much of that is driven by what is going to hap-
pen with our Government.

You know, to me it really is—the root cause of our problem is the
size, the scope, and all the regulations, all the intrusion of Govern-
ment into our lives, into economic decisions that businesses have
to make, and the cost to Government. I could not disagree more
with Dr. Blinder in terms of the fact that debt and deficit does not
make a difference. I think it makes a huge level of difference.
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When business owners see $4 trillion in additional debt and deficit
accumulate in just the last 3 years, trillions in additional deficit
spending occurring over the next 10 years, that scares people.

I guess it was you, Dr. Prakken, talking about the level of uncer-
tainty in economic forecasting. It is making your job harder. Think
of a job creator, a business person, the level of uncertainty when
he is having to put his own money on the line or her own money
on the line to make those investment decisions. That is the prob-
lem.

And, Dr. Brannon, I totally agree with you. I do not believe Gov-
ernment can positively affect that in terms of its actions. I do not
think we are good enough to say, hey, let us spend another $300
billion and juice the economy. What Government can do is get out
of the way.

So the questions I want to ask you—first of all, thanks for your
testimony—the deficit risk, the additional deficit risk that nobody
is really talking about. I certainly worked with Douglas Holtz-
Eakin in terms of the estimations on the true costs of the health
care law. I think one of you were talking about the uncertainty
around the health care law. The CBO estimated only a million peo-
ple would lose their employer-sponsored care and get put on the ex-
changes under highly subsidized rates. But the McKinsey study
found 30 to 50 percent of employers right now are planning on
dropping coverage; 180 million Americans get their health insur-
ance through employer-sponsored care. If half of them lose their
health care and get dumped on the exchanges, the cost for
Obamacare will not be $95 billion; it will be over $400 billion. If
everybody loses, it will be close to $1 trillion.

I would just kind of like your comments in terms of that level
of risk in your economic forecast in terms of debt and deficit. Dr.
Prakken?

Mr. PRAKKEN. Thanks for such an easy question.

Senator JOHNSON. Not a problem.

Mr. PRAKKEN. I have no way of quantifying the impact on an in-
termediate-term economic forecast of the United States economy of
the Affordable Care Act because the name of our firm is Macro-
economic Advisers, and much of what is going on in health care re-
form is a microeconomic phenomenon, in particular markets, seg-
ments of the market, particular populations.

I think I would be a little careful with the example that you just
gave. If a firm drops its health care coverage for its employees,
what happens to the money that it saves when it makes that deci-
sion? Does it simply turn around, as it could, and give that to their
workers as a higher wage? In which case the workers could use
that higher wage to go out and buy health insurance on one of
these exchanges.

So doing these analyses is extremely complicated. I think what
you have to come back to is this: We have a huge unfunded Federal
liability over the next 75 years as the actuaries account these
things. I think we all agree here that the principal source of that
is health care, Medicare and Medicaid. Furthermore, given the way
CBO estimates these costs, they make very optimistic assumptions
about what is sometimes called the excess growth of health care,
how fast it grows over the rate of GDP. These unfunded liabilities
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are probably even larger than CBO estimates. Yet our response to
this unfunded liability is not to tackle head on that issue. It is in-
stead to whack at discretionary spending over the next 10 years.

Senator JOHNSON. No. Excuse me. Our response is to increase
the unfunded liability. That is the point I am making.

Mr. PRAKKEN. But not within the system, not within the health
care system. SO—

Senator JOHNSON. Dr. Brannon, I would kind of like to have your
comments on that. The level of uncertainty caused by these deficit
risks that we are not talking about here in Washington because we
are simply not even addressing the ones that are already on the
table in economic forecasts. I will throw just one more into the hop-
per. Dr. Blinder, you talked about 2.5-percent growth. There is a
study released by The Lindsey Group. If we only achieve 2.5-per-
cent growth, add $5 trillion to our debt and deficit. The CBO esti-
mates for every 1-percent decrease in economic growth, add $3 tril-
lion to the 10-year deficit figures. These are the risks, this is the
level of uncertainty that is causing job creators not to act, not to
invest.

Dr. Brannon.

Mr. BRANNON. I think the biggest problem we have with health
care right now was not really dealt with by the Affordable Care
Act. It is the rising entitlement costs. I think that is the thing that
really threatens the solvency of the Federal Government. Also, I
think that is what employers are scared about more than anything.

There is no denying that lots of small businesses in Oshkosh and
elsewhere are really worried about—they are trying to figure out
what these costs are going to do, and I do not think any of them
really believe that their health care costs are going to go down all
that much. But the fact that if you look at just the balance sheet
of the United States, we might have had a $1 trillion deficit last
year, but the amount of unfunded liabilities went up by $3 trillion
last year alone, I think that is what frightened financial markets.
And I think that is really where the Federal Government has to
think—make first in terms of their priorities.

You are right. There are a lot of things in the Affordable Care
Act, I think, that are not really solving anything.

Senator JOHNSON. Okay. Thank you. I am basically out of time.
Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator.

We will go to Senator Begich next.

Senator BEGICH. Just a tail end on your last comment. There is
a lot of legislation around here that over the decades does not solve
a lot of things either. So you can kind of randomly select legisla-
tion. In my State it would be No Child Left Behind, which is thou-
sands—hundreds of pages of junk, in my opinion, but that is an-
other issue, another Committee, another discussion.

Let me first, if I can, before I ask some of the questions, I say
this every time I come to this Committee when there are folks talk-
ing. They talk about the stimulus, it is petering out, which it is,
and it did not really have long-term impact, and that is where I
want to take a little exception, just to mention a couple things, and
then I am going to get into my questions, because, what I have
learned over the years, if you let stuff kind of keep out there in the
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media world or cyber world, it becomes fact when it is not nec-
essarily fact. I will give you these three or four projects, and I am
talking through you to the broader folks that are listening.

In Alaska, we received one of the two Indian Health Services’
hospital projects to construct a $170 million hospital in Nome,
Alaska. Yes, it is true, when the project is done, the stimulus
money has been spent. But the end result is we are going to have
several hundred people working there for many, many, many,
many, many years to come, providing health care—to provide bet-
ter health care to people, who then have more productive lives,
which then in turn work longer, pay taxes, produce product. It has
an impact. The problem is CBO, which I have my own problems
with CBO, never will analyze that because they do not believe in
that. That is not part of the equation. But that is the reality.

Or a small road construction project, an intersection that was the
most jammed up intersection in Anchorage, Alaska, now because of
stimulus money is completed, it has had—it is the most improved
intersection for traffic flow in the city. Why is that important? The
less time someone is sitting in a car burning up fuel and burning
up time they should be at work or taking their kid to the doctor
or whatever it might be, they become more productive. Again, CBO
will never score that. But that is a long-term impact to those kind
of dollars that we have put out there.

Or GCI, a telecommunications company, build broadband
through western Alaska which had no broadband, had no capacity
to enter this new world we live in. Well, because that is done, more
businesses and individuals will be productive and bring product to
market; more people, more kids will have education through the
Internet which they cannot get currently, and a variety of other
things. So, again, CBO will never score that.

So every time I hear from people who say—and I am not saying
you, but some of my colleagues that say the stimulus did not do
anything long term, it is just flat out wrong. I can go from project
to project. The problem is in this fantasy land of Washington, DC,
you cannot score those things; you cannot analyze those things be-
cause they do not want to hear about that. So that is my rant for
a second here.

There was an article—and if I pronounce your last name wrong,
Joel, I apologize. But you had a good quote, and I thought it was
interesting, you called the 54,000 jobs a “surge” for small business
hiring, on a conference call with reporters, and so forth, a small
business surge in the unemployment numbers and what is hap-
pening there. As someone who comes from the small business
world, still in it, to me that is a very important indicator because
small business people who hire people—it does not matter what
time of the year—they are not hiring to fire. They are hiring to
keep, versus a larger company at Christmastime they hire them,
then they fire them, or lay them off. But small business people do
not do that. They are hiring to keep. And I thought your comments
here were very interesting.

If you can give me some additional feel on that of what you think
and how the small business community is starting to play a role
in this recovery.
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Mr. PRAKKEN. The number you are talking about is part of the
ADP National Employment Report—

Senator BEGICH. Yes.

Mr. PRAKKEN. —that we partnered with ADP to produce.

Senator BEGICH. Right.

Mr. PRAKKEN. It shows that small business hiring, which many
economists think of as the engine of economic growth, has acceler-
ated over the last several months. That is certainly a good develop-
ment.

That data in itself does not tell us much more about Southern
Managements, but a very interesting regular survey done by the
National Federation of Independent Businesses routinely asks
small businesses how they are doing on a variety of different
fronts, including questions like, “What is your number one chal-
lenge? What is your biggest challenge?” And the answers to those
questions actually are surprising given the rhetoric that one reads
in the paper about what problems confront small businesses.

The number one problem that they say they have to deal with
is right now lack of demand. They do not say access to capital.
They do not say burdensome regulation is their number one prob-
lem. They say their order books are thin.

And, this gets to the point about, can Government somehow
stimulate the economy, short run, in return for a long-run deficit
reduction that could be really helpful. And I think, I agree with
that one, that that is something we should start to think about.

Now, I also like your point about the ongoing return to some
forms of Federal spending. Look, the Federal Government can bor-
row at negative interest rates right now. Are you telling me there
are not some worthwhile social projects that have rates of return
that are not higher than that?

Senator BEGICH. Right.

Mr. PRAKKEN. I mean, now, you have to pick them carefully, and,
there is obviously the opportunity for squandering the funds. But
to think that there are not social investments that have rates of
return higher than the current costs that the Government faces
when it enters capital markets I think is to cut off a variety of pol-
icy options that could have long-run benefits.

Senator BEGICH. Very good.

Did you want to add to that? Then I have one broader question
on housing.

Mr. BLINDER. I would just like one sentence. I agree with what
Joel just said. CBO has tried for the most part to stay away from
dynamic scorekeeping because it can be easily abused. CBO has in
the past studied the returns on infrastructure spending, and a re-
quest from this Committee would generate a CBO study, either
with specificity or generality, however the request was made, on
the economic returns, not to mention the social returns on infra-
structure.

Senator BEGICH. Yes, I just have a broader issue with CBO that
I think they have to change the way they do their business, be-
cause the way we—I am from the small business world. Some of
the ways they do their stuff just do not make sense, but I will leave
that there.
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Let me ask a quick question on housing, and I want to follow up
on what Senator Cardin talked about. I am not one of these ones
to necessarily support principal knockdowns. I think that is not
necessarily the right approach. The real approach to me seems log-
ical. There is a proposal out there that some folks have talked
about, and I think it is a good idea, and that is, if you know for
the last 2-1/2 years someone who has underwater property but
they have made their payments on time, they have done it even
though their rates are higher than what the current market is
maybe by a point, two, in some cases three points higher, doesn’t
it make sense just to create a financial instrument that says you,
even though your property is underwater, we do not care whether
it is underwater, because obviously you are staying in that home
because of several factors, probably job, probably kids in school,
neighborhood, a variety of things. Someone who comes from the
real estate market, that is what people buy for. Why not just lower
the rate? It is an enormous stimulant into the economy. When I
say—it might be a Government-backed, but the idea is let us just
do it, because we will lower the risk that they will go into fore-
closure because we give them more cash flow and it will stimulate
the economy, and we do not care what the bankers say because all
we are doing is creating another instrument that if you want to re-
finance, you go over here and go get it done, and then they pay off
the bank and that is the end of that story.

Tell me your thoughts on this. It just is so simple, and everyone
has all these grand plans that make no sense, and this is all you
need to do.

Mr. BLINDER. I would like to jump in on that very quickly. There
is no one magic fix in housing, as Joel said.

Senator BEGICH. Correct.

Mr. BLINDER. There are many things. One of them is exactly
what you just said. Exactly. And a major—the easiest way to get
that done is through Fannie, Freddie, and the FHA, which are ba-
sically the only players left in town.

Senator BEGICH. Correct.

Mr. BLINDER. And that comes back to the remark I made earlier.
Fannie and Freddie via their regulator are hamstrung by the law.
I think they are not quite as hamstrung as they are acting. I do
not—

Senator BEGICH. But we write the law.

Mr. BLINDER. You wrote the law. You can change the law.

Senator BEGICH. Right.

Mr. BLINDER. No, but you can change the law.

Senator BEGICH. I am with you.

Mr. BLINDER. I do not believe any Member of Congress back in
2008 wanted to make life more difficult for the American taxpayer.
That is the effect now of the law written in 2008, and this is the
body that has the ability to change it. Fannie and Freddie cannot
change the law.

Senator BEGICH. Very good. Thank you, Mr. Chairman.

Chairman CONRAD. Senator Sessions, back to you.

Senator SESSIONS. I yield my time to Senator Portman. We ap-
preciate Senator Johnson and Senator Portman as new members of
this Committee. They both add great talent and expertise.
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Senator PORTMAN. Thank you. I appreciate it, Senator Sessions,
and I appreciate your letting me take the time ahead of time.

Just on stimulus, I cannot help myself. You know, Dr. Blinder
was talking about infrastructure, and if you look at sort of the clas-
sic definition of infrastructure, probably it was 4.5 percent of infra-
structure in the stimulus package. And to Dr. Prakken’s comments
about how inexpensive it is for Government to borrow, so shouldn’t
we be borrowing to spend more, I mean, it is true that we are bor-
rowing more than we should be, of course, and at the Federal level
we are now borrowing about 40 cents for every dollar that we
spend, and so there is an impact that goes beyond the obvious,
which is what the interest rate is. At some point we cannot just
keep spending more than we take in and not expect to have an eco-
nomic impact. So I just have to throw that out.

Also, to throw out the fact that economists, including folks who,
Dr. Blinder, were your successors at the Council of Economic Ad-
visers in this administration, of course, predicted that the stimulus
is going to work in ways that it has not, and, they predicted, as
unemployment would be under 7 percent, and now we are looking
at 8.5 percent, and actually it would be 8.7 percent over the last
2 months if we had not had so many people leave the workforce.

So we all hope the economy is improving. I certainly see some
positive signs. But I also see some really troubling signs. But you
cannot say that the expectations that were set by those who sup-
ported this have been met. So I wish there had been more infra-
structure in that legislation since it passed, and I certainly wish
that we would have seen a better impact from it.

I am curious, if I could go back to the health care debate, because
I think all three of you—and I am sorry I did not get to hear your
testimony, Dr. Blinder, but I know how you feel about it. All three
of you understand the important role of health care in dealing with
our fiscal crisis as well as our economic crisis. In other words, this
incredibly slow growth we have seen in this recovery compared to
other recoveries, really a true jobless recovery. In 2001 and 2002,
we called it the jobless recovery. At this point, 48 months after the
recession, we have net about 350,000 new jobs. Here we are down
about 6.1 million jobs. In 1981 and 1982, the deeper recession, we
were up over 6 million jobs at this point in the recovery, and here
we are down 6. So I think health care is playing a role, not just
in the long-term problems that we face but also in some of the un-
certainty you talked about. And I liked what you said, Dr. Prakken,
about the fiscal landscape being cluttered with uncertainty, and in
your 30 years you had never seen such uncertainty as you see now.
I think a lot of it is these huge unfunded liabilities in health care.

So you were starting to go there in response to Senator Johnson’s
question, and I wonder if you could talk about that. And the first
part of your response was that we are focusing too much on the dis-
cretionary spending side, as I read it, and I thought you were going
to follow that with something about the need for us to focus on the
long term.

Mr. PRAKKEN. The real issue in health care is—there are two
parts to it. One is the population is aging, and as you get older,
you require more medical attention. And the second is that the
prices of medical services are rising faster than overall prices.
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The issue philosophically that we must address as a society is:
Do we think our elderly are somehow entitled to the best available
care irregardless of the cost? And if the answer to that is yes, then
the resulting game is just one of shifting the cost. Who is going to
pay for that? Is it going to be the Government? Is it going to be
the private sector? Is the Government going to shift the cost to the
private sector?

The other issue is, well, maybe we are just going to tell these
folks, these aging folks, that they really are not necessarily entitled
to the best medical care that money can buy under all cir-
cumstances. And until we really wrestle with that sort of funda-
mental philosophical debate, it is just hard to see how we are going
to make progress on health care.

Now, look, the health care circumstances do not change that
much from one year to the next. It cannot be why growth is slower
this year than last year. It does not change fast enough. The demo-
graphic projections do not change fast enough. The financing terms
of health care do not change fast enough for that to explain short-
run movements in GDP growth. It just does not make sense that
that would be the case. Is it a long-run issue? Could it undermine
our standard of living down the road? Sure. But that is not why
our forecast is 2.3 percent for next year instead of 3 percent? It is
simply not.

Senator PORTMAN. Dr. Prakken, let me, because you talked about
not being a micro economist, or at least your firm does not spe-
cialize in that. Let me give you a micro example that might counter
what you just said.

Mr. PRAKKEN. Okay.

Senator PORTMAN. When I am business roundtables—they had
another one in Ohio last week—and health care costs come up all
the time, of course. It is a cost of doing business. And so a manu-
facturer tells me, “Rob, we are getting a little more business, a lit-
tle tick-up in the business. I am not going to hire somebody, and
the reason is health care costs. Instead I am going to go with over-
time,” so somebody is, getting overtime, but it is not as cost effec-
tive, of course, for that business and you are not hiring somebody
new. “We are out bringing in some more part-time people.” So this
notion that, our current health care uncertainty—and obviously the
cost increases, which exceed inflation, as you talked about, are not
impacting the GDP—and you talked about demand earlier. You
know, how do you get demand going? You know, part of it is to add
some certainty on the health care side. Dr. Brannon talked about
it earlier in terms of, what the health care legislation has done to
make it worse. I totally agree with you on the long-term impact,
but I think we forget that it is impacting today’s economy, too, be-
cause it is a cost of doing business. It makes—

Mr. PRAKKEN. But you do need to be careful about this. You
know, I am a managing director of a small business, 20 people. Be-
fore I left and got on the plane, I went to my CFO, and I said,
“How is health care affecting us right now?” And he said, “Well, we
pay very generous health care benefits, so we are going to be
slapped with this Cadillac tax. Otherwise, it is not an issue because
we are basically exempt from it.”
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So, I mean, I do not make any hiring or firing decisions based
on health care costs within our firm. Maybe bigger firms that have,
different circumstances do. But—

Senator PORTMAN. But if you are self-insured, as a lot of big com-
panies are in Ohio, including manufacturers, if you have a health
savings account, which a lot of them do, and those tax benefits are
made less valuable through this legislation, but there are lots of
impacts and, as you say, just a lot of uncertainty.

Dr. Brannon, health care—

Mr. BRANNON. Yes, I think the example you stated is not uncom-
mon. There is a lot of what we call labor hoarding out there, and
there has been for a while. Firms are very reluctant at the begin-
ning to lay off workers when a recession comes because they are
not going to save all that much. They will have to pay health care
costs for a while. But then once they lay them off, they really do
not want to bring them on. We just want—ideally we want an em-
ployment and a labor market where we do not have high fixed costs
of hiring people, and that is one of the things that high health care
cost does.

Senator PORTMAN. What I hope we would get to—and my time
is done—is a consensus among the three of you, which I am just
going to stipulate it is there, which is we have to deal with these
costs. And the Chairman and Ranking Member have been leaders
on this saying you are not going to get the budget under control
until you deal with the biggest part of the budget, which is the
mandatory side, and the fastest-growing part, which is health care.
So I'd hope that that is one of the conclusions we can all agree with
and maybe disagree on some of the issues.

One thing I just have to say is I think the way you put it, Dr.
Prakken, is probably accurate in terms of some of the difficult
choices we have to make with regard to health care for the elderly,
but what you did not talk about is the fact that we need to restruc-
ture the way we deliver health care. So it is not just making a
tough choice between price and quality and saying how do you get
away from the fee-for-service model and a third-party payer model
and have very good quality health care but at lower cost by chang-
ing the structure.

Mr. PRAKKEN. Because restructuring can bend the cost curve.

Senator PORTMAN. And also improve outcomes and quality rather
than focusing on volume and input.

Thank you, Mr. Chairman.

Chairman CONRAD. I just want to say how much I agree with
Senator Portman’s last statement. If there is one thing that is clear
in hundreds of hours of hearing on health care, it is we have to
change the way we pay for health care. I mean, we create incred-
ible incentives for waste in our current system. I think virtually ev-
eryone is in agreement on that score, so hopefully that could lead
to us taking action.

Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair. I wanted to
ask about the availability of credit to small businesses. We had the
Small Business Lending Fund, which in Oregon many banks ap-
plied and not a single one was granted access to it to expand their
base and be able to leverage additional loans to Main Street, which
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was the whole goal. It is still not clear why so many banks that
met the CAMELS ratings and so forth were denied lending, but
this was one strategy. We had a second strategy with the Small
Business Lending Fund sustaining the 90-percent guarantee. Some
banks have started to increase their lines of credit and help restore
some funding there, but I would like to know from your perspec-
tives whether that has actually been a significant change. We spent
a couple years having businesses come to my town halls and talk
to me about their lines being cut in half or eliminated. And, of
course, small business, if they cannot borrow on their credit card
and they have no equity in their house to borrow on and they can-
not get loans from a bank, they basically are still in the water and
cannot even manage inventory ups and downs that go with the
course of a business year.

So credit to small businesses, any insights?

Mr. PRAKKEN. I think one thing that I have observed is the seg-
ment of the small business community that is particularly prone to
these credit issues are the ones that somehow have exposure to
real estate. They are either real estate companies themselves or
own assets that were used to collateralize their small business
credit lines that have declined sharply in value given the housing
bust. And, there I think is a legitimate argument that there is a
segment of the small business community that cannot refinance
their positions or cannot get access to credit without recapitalizing
their businesses.

I will give you an example of this that occurred in St. Louis, at
an auto dealership in St. Louis, very successful, there for 30 or 40
years, never missed a payment, blah, blah, blah, blah. They could
not refinance their credit line 3 years ago, and the reason that was
stated was the market value of the properties that they owned had
fallen so significantly, and those properties were used as collateral
against the loan, that, yes, you could have the credit, but you had
to either put in more equity yourself or you would have to hold a
million-dollar line of compensating balances at the bank, essen-
tially raising the cost of the credit.

So I think we need to be careful about distinguishing the kind
of companies that have exposure to the real estate boom and bust
that is impeding their access to capital and other kinds of busi-
nesses.

The banks that I talk to in the Midwest are actively looking for
quality opportunities to lend. Now, I think their definition of a
quality opportunity is tighter than it was 4 or 5 years ago. But,
again, if you look at the survey responses for large numbers of
small businesses, they do not rate credit availability even close to
the top of their list of significant problems. They rate thin order
books as their number one issue.

Senator MERKLEY. Any other comments?

Mr. BLINDER. Yes, I am aware of the fact that the SBLF has not
worked in the sense that not nearly as much money as was hoped
for was put out from it. I do not know why, although I suspect
what Joel just finished on is part of it. But here is something we
do know from one program after another, going back to entitle-
ments, to HARP, to HAMP, to almost everything. There needs to
be outreach. Believe it or not, people that are entitled to entitle-
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ments do not always claim them. They do not know. They are too
busy. They have 100 other things to attend to. So if you really want
to push something out, it requires quite a bit of outreach. It is not
enough to say—just put it on the table and say a certain class of
people or a certain class of businesses are eligible for this. I always
have a suspicion that when take-up rates on programs are low,
that is a major reason.

Senator MERKLEY. Yes. Well, let me just be clear with SBLF. The
issue was not banks’ not reaching out and applying to the program.
They had a huge incentive to apply, only if they intended to lend
those funds out the door, because there was a 1-percent versus 7-
percent differential based on whether lending increased proportion-
ally for the bank. The issue was the Treasury turning down their
application, and we have not had much of an explanation or anal-
ysis of that from Treasury.

I want to get a brief comment, and then I want to switch gears.

Mr. BRANNON. So I am from a small town near Peoria, Illinois,
called Mossville, and we have a hometown bank, and the president
of the hometown bank was calling me last year almost on a weekly
basis asking me when Treasury was going to initiate this. Again,
it is part of the problem with the bureaucracy. It just took Treas-
ury so long to kind of get their act together to finally issue that
before they could actually—before they announced the rules and
issued that money out the door. It really would have been a lot
glore help had they done this a year before they actually ended up

oing it.

Senator MERKLEY. And was that bank eventually accepted into
the program?

Mr. BRANNON. Eventually it was, after 4 or 5 months of waiting
for that money.

Senator MERKLEY. So that is a real positive because in Oregon
not a single bank was accepted that applied.

And, Mr. Brannon, you note the issue of changing the ability of
bankruptcy judges to modify the terms of the primary residence.
This is actually an issue that the President pledged to champion
right before he took office. That did not happen. And, indeed, there
was a huge pushback on this issue.

You also note that you can do it for second homes; judges can do
it on boats and on planes and every other mortgage contract. A lot
of concern that has been expressed is that this would have a sig-
nificant impact on mortgage interest rates in the future, but that
has been countered by saying let us do it looking backwards and
also by looking at the impact on second houses now where the
power exists, and we do not see that large discrepancy.

So why is it so hard for folks to entertain the concept that you
have advocated for?

Mr. BRANNON. So I think the biggest problem is that people see
that there would be certain people who would be unjustly bene-
fitted from such a thing, people who made basically a real estate
bet and they lost it and they are still going to get bailed out. I
think far more common is the person who took out a loan for
$500,000 for maybe a house that was worth $550,000 and then the
price fell to $300,000. And I just think that person is not going to
pay—if they are a rational person, they are not going to pay
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$500,000 for that house. They are going to walk away if they do
not get some kind of loan modification. And I just think that what
we should do is we should acknowledge that fact and we should
create a situation so people who are willing to undergo Chapter 13
bankruptcy—which is not available to anybody—if you have assets,
you are not allowed to do a Chapter 13 bankruptcy—and set up a
procedure so that these people can basically pay what the mortgage
holder is eventually going to get for that place, anyway, and that
is $300,000.

Senator MERKLEY. Well, I would note that when this power ex-
isted in other types of loans, the second homes and so forth, it is
rarely utilized, but it does serve as an instrument—as a lever, if
you will, to encourage negotiation. In this case, we have all these
modifications in which the servicing agency is not very motivated.
But this would create a lot of motivation. Do you both support that
concept as well? Dr. Prakken?

Mr. PRAKKEN. Yes, I think you need part carrot and part stick
to get widespread mortgage modification. You know, the carrot has
not proven very successful. A stick might be helpful.

Mr. BLINDER. I think my honest answer is at this late stage in
the game I am ready to support almost anything that would in-
crease the number of mortgage modifications.

Senator MERKLEY. Thank you very much. Thank you.

Chairman CONRAD. Senator Sessions.

Senator SESSIONS. Senator Thune.

Senator THUNE. Thank you, Mr. Chairman and Senator Sessions.
Thank you all for being here today and providing your insights. We
have not passed a budget resolution here through the Senate in al-
most 3 years, and I know that the Chairman would argue that we
did deem a budget last year in the Budget Control Act. The fact
is we did set caps, at least caps for 2 years and put them in place.
But we have not passed a formal budget resolution now since 2009,
and I hope that this Committee will find its way to do that this
year.

The main reason for that, the reason that is problematic, in my
view, and Senator Portman mentioned that just previously—is enti-
tlement programs, primarily health care. Medicare and Medicaid
are growing at multiples of the rate of inflation, and we cannot sus-
tain that over time. And so doing entitlement reform, doing some-
thing on taxes is absolutely critical if we are going to take on what
I think are the biggest challenges facing the country from a spend-
ing and debt standpoint.

But the other reason I think it is so important that we do a
budget is because there is, I think, increasing concern among peo-
ple out there, investors in the economy, about what Congress is
going to do. There was a study of over 1,600 investors that was re-
leased on Tuesday that identified the national debt as being one of
the top concerns on investors’ minds as we head into this new year.
The study also found that a significant number of investors believe
that deficit spending along with uncertainty coming out of Wash-
ington and excessive regulation is holding the economy back. Simi-
lar polls conducted for the U.S. Chamber of Commerce earlier this
month confirmed that 85 percent of small business executives think
the economy is on the wrong track.



52

And so the question I would have, and perhaps, Dr. Brannon, if
you could Kkick it off, is: Do you agree that a formal budget resolu-
tion is important not only because we have to address the issues
of entitlement reform and tax reform to help get deficits and debt
under control, but also because we need to bring certainty to inves-
tors and job creators out there? I think there is a direct correlation
between deficits, spending, and the economy and jobs. We all talk
about the economy and jobs. I think everybody in the country is
concerned about that. It strikes me at least that the uncertainty
that comes out of Washington with regard to how we are going to
deal with these long-term problems is complicating the ability of
the economy to get back on track and to create jobs.

Mr. BRANNON. I think I agree with you. I think it would be—hav-
ing a real budget resolution would be a good first step and a signal
towards investors in small businesses that Congress is really on
their way to addressing the problem. It would not be enough. I
think we need—to have real fundamental reform, it might take
more than that, but it would certainly be a good first step, and it
would be a signal that maybe the gridlock that we have seen the
last year or so might be a thing of the past.

Senator THUNE. Dr. Prakken.

Mr. PRAKKEN. Anything that you can do to make fiscal policy
and, hence, the fiscal environment in which companies are trying
to grow their businesses more stable and more predictable has got
to be helpful. So there is an interesting—it is a young literature,
but it is interesting and it is growing that attempts to measure fis-
cal uncertainty among other things by looking at how many tem-
porary provisions are in the Tax Code, how valuable they are,
when they are going to expire. And this literature does suggest
that such measures of fiscal uncertainty can be shown to be cor-
related with slower economic growth.

I think, the logic of this is pretty straightforward. If you do not
know what environment you are going to be working in next year
or 2 years from now, your natural inclination is to delay important
decisions until more clarity is possible. But it is not easy to have
clarity right now.

So it is not just having a budget resolution. I think it is a elimi-
nating the uncertainty for people about what is going to happen at
the end of February when this temporary holiday extension ex-
pires. What is going to happen in 2013 when you can have a fiscal
drag equal to 5 percent of GDP if everything goes badly? I mean,
to me that is a huge element of uncertainty that overhangs any-
one’s willingness to make long-run economic decisions.

So, I think on paper we know what we have to do. We have to
reform the Tax Code and make it permanent, we have to address
the unfunded liability entitlements, and we have to adopt a process
for assessing the value of Government programs so that we do not
propagate into the future programs that are unproductive.

Senator THUNE. What level of deficit reduction do you think is
necessary? The Budget Control Act had $2.1 trillion provided,
and—

Mr. PRAKKEN. That is not sufficient.

Senator THUNE. Right. And Simpson-Bowles said $4 trillion.
What is your—



53

Mr. PRAKKEN. Yes, I would put it at between $4 and $5 trillion
over the next 10 years. We did a study of this a little while back
and showed that if you just continue on the current path willy-
nilly, within a decade you will see inflation-adjusted interest rates
starting to move up and that the amount of deficit reduction that
would prevent that from happening and stabilize the debt-to-GDP
ratio at the end of the decade should be between $4 and $5 trillion,
and that would actually be enough that, when projected beyond
that, you would make a significant improvement in the unfunded
liabilities that really otherwise would start to grow quite rapidly
after that period.

So I was heartened by the formation of the Super Committee. 1
was disappointed that it failed. I am hopeful that it will reconvene
in some form this year and get back to the task of coming up with
the $2.4 trillion. But, actually, that is not enough. It is only going
to be the opening gambit in what will have to be actually a consid-
erably larger fiscal contraction.

Senator THUNE. Any number, Dr. Brannon?

Mr. BRANNON. So I am not a forecaster. I am not going to try
to pull a number out, but I will say this: I think we are under-
estimating the growth in entitlement spending. I think not only do
we have, as Dr. Prakken pointed out, not only do we have the
baby-boom generation reaching retirement age, but as I mentioned
previously, longevity, especially for people from age 65 on, is in-
creasing by leaps and bounds. And I am not sure anybody at Social
Security or CBO is capturing that.

It is kind of interesting. People think, oh, longevity in the United
States is not changing all that much if you look at the aggregate
number. For people like you and me, men between the ages of 40
and 60, longevity actually has not changed at all in 30 years. The
things that kill men—cirrhosis, accidents, suicide, certain acute ill-
nesses—we have not gotten any better at fixing those. But we
haveten a lot better at heart disease, at treating cancer, the things
that normally befall people at age 65 and on. And that is what is
really, I think, going to exacerbate this entitlement problem going
forward.

Senator THUNE. I see my time has expired. Thank you, Mr.
Chairman.

Chairman CONRAD. I thank the Senator. The Senator was not
here when I opened and said we will go to a markup in this Com-
mittee. You know, last year we sort of got “Big Footed” here—my
terminology—Dby negotiations that started early in the year, frankly
above our pay grade. We are not in that situation this year.

For the knowledge of members, in terms of the hearings that we
are looking forward to, we are going to have the Chairman of the
Federal Reserve. We are going to have the head of the Office of
Management and Budget. We are going to have the head of CBO.
We are going to have the Secretary of Defense. We are trying to
get the Secretary of Treasury. We are negotiating on dates with
him right now. We are going to have the Secretary of Transpor-
tation. We are going to have a hearing on entitlement reform and
a separate hearing on tax reform, because I think there is strong
interest in those areas, and they really are central features of our
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long-term imbalances. And then we are going to have a hearing on
income inequality.

We have had another request for a hearing on energy policy. We
are going to have to see if we can work that in because this year
I think we are going to need to—if we go to the kind of markup
I anticipate, we are probably going to need more time for a markup
than we have seen in recent years. If we are going to take a real
run at doing what members of this Committee have told me indi-
vidually and collectively they would like to do, it is going to require
a longer markup than we have had in previous years. So that is
going to have to be factored into our thinking as well.

The final point is CBO has not yet told us when we will get the
re-estimates. It initially told us they were shooting for March 9th.
That now, we have been told, has slipped. We do not know what
it has slipped to. So that is a factor we just have to learn about
before we can reach a conclusion.

With that, Senator Whitehouse.

Senator WHITEHOUSE. Thank you, Chairman. I think the Chair-
man can probably predict what I am going to jump into here, be-
cause this discussion of health care is always so frustrating in this
Committee because the focus is always on the cost and the trends,
which are real, but as Dr. Prakken said, based on demographics
and rising prices, and what we always overlook is the fact that we
are running the most inefficient health care system in the world by
orders of magnitude. I mean, we are at 18 percent of gross domes-
tic product that we burn on health care, and the nearest country,
industrialized country to us I think is the Netherlands at 12 per-
cent. Other countries deliver health care that is about as good as
ours, on average, for 10 to 12 percent of GDP. It takes 18 percent.

There is bipartisan agreement from really responsible leaders
that the savings every single year to our health care system could
be somewhere between $700 billion and $1 trillion a year by re-
forming the delivery system in ways that will actually likely im-
prove the quality of care. So I was delighted that Senator Portman
raised that issue about restructuring the way we deliver care. And
I understand perfectly well that that is a process of innovation and
of learning and of reform, and that for those reasons CBO cannot
score it. But it is unbelievably tiresome to have witnesses come be-
fore us panel after panel, day after day, and never mention this
enormous, enormous issue because it is not scorable. Simpson and
Bowles agreed that this was an enormous issue, but they had not
mentioned it because it is not scorable. Rivlin and Domenici agreed
that this was an enormous issue, but they did not discuss it be-
cause it was not scorable.

At some point we have to act like grown-ups and look at this as
a real problem, take off the CBO blinders, and get to work on this.
We cannot burn $700 billion to $1 trillion a year in this health care
system and do nothing about it when it is going to pay for things
like hospital-acquired infections that kill tens of thousands of
Americans every year, run up billions of dollars in costs, and are
completely preventable. That is the discussion we need to be hav-
ing, and I cannot—when we get into this stuff, I just cannot help
but react to that because it is a constant frustration, and there is
so much to be done, and it is such a bipartisan thing that we could
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be doing, and hospital and health care systems from California in
Kaiser to Gundersen Lutheran in Senator Johnson’s State of Wis-
consin to Geisinger in Pennsylvania, to Mayo in Florida and Min-
nesota, all across this country are actually doing it and showing
that it works. They are actually saving money by delivering better
care, and yet we have these budget discussions that operate in the
artificial CBO universe, and we never even take that on.

So vent concluded, but the other—I am sorry. Does the Chairman
want to say something?

Chairman CONRAD. I always enjoy the Senator’s presentation on
this subject, especially since he is right.

Senator WHITEHOUSE. The thing that I wanted to talk about
today was the housing predicament that we have, and for a long
time, I was the Chair of the Subcommittee in the Judiciary that
looked over the bankruptcy system, and it struck me as a pretty
unfortunate anomaly that if a bank is underwater or is having fi-
nancial troubles and needs to renegotiate with its lender the value
of its headquarters or of property that it owns, the bank will not
hesitate to talk about reducing the principal with its lender as part
of a workout; but that same bank will then turn around and tell
some poor homeowner, “Nope, we are not going to discuss reducing
the principal of what you owe me on your home.” And I know that
Dr. Brannon has talked about this a lot. In fact, I would like to ask
unanimous consent, Mr. Chairman, that Dr. Brannon’s article, “A
Cure for the Housing Blues,” be admitted into the record of this
proceeding, and I have a copy of that for the record.

Chairman CONRAD. That will be included.

Senator WHITEHOUSE. Thank you.

[The article follows:]
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A Cure for the Housing Blues

The cramdown solution.

tke Brannon
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The biggest impediment to economic growth is the housing overhang, a fact that's beginning to be acknowledged
by both parties. In the last three weeks Gienn Hubbard and Martin Feldstein—two former Councit of Economic
Advisers chairmen for Republican presidents—published op-eds with plans for writing off some portion of the
mortgage debt for homeowners whose mortgage exceeds the value of the house, a status typically referred to as
being “under water.” Meanwhile, the Obama administration last week chimed in with its latest pian to spur
refinancing by homeowners whose under-water ioans are held by Fannie Mae and Freddie Mac, hoping that lower
interest rates will keep these borrowers from defauiting.

The weight of the collapsed housing sector on the economy means that no amount of stimuius, whether a short-
term Keynesian fix or a conventional pro-growth package, will fix this probiem. Not anly are nearly 25 percent of
homeowners holding mortgages for more than their houses are worth, there are also nearly four million households
that have stopped making mortgage paymenis at all. In the time it takes—usuatly one to two years, sometimes
longer—for the legal system to put them into foreclosure and make them move out, these families (and the
mortgage hoiders) find themsetves in an uneasy fimbo: The mortgage holders aren't getting any money and the
families aren't spending all that much either, with the result being that consumption, fending, and the overalt
economy stagnate.

We don't need another stimulus to fix what ails the ecanomy. We need to fix the housing market. And the way to do
that is to aliow a mortgage cramdown in the context of a personal bankruptcy. Put simply, someone who owes
$450,000 on a house worth $300,000 isn't going to be helped that much by a lower interest rate. He would be
helped—as wouid the housing market and the larger economy—if the lender could be competied in a bankruptcy
proceeding to write down the toan amount to $300,000, which is all the lender would recover in any case were it to
foreclose on and then auction off the property.

Bankruptcy Made Simple

A person who files for bankruptcy can choose to do either a standard or so-called Chapter 7 bankruptcy {named for
that portion of the bankruptcy code), or he can file for bankruptcy reorganization, also known as a Chapter 13
bankruptcy. Under the latter ptan the debtor and his lawyer present a list of his assets and debts to the judge and
bankruptey trustee, acting on behalf of the creditors, and they negotiate a repayment plan. Such plans usually cover
three to five years, with the trustee receiving periodic payments from the debtor and doling them out to his various
creditors.

Completing a Chapter 13 bankrupicy plan discharges most debts even if they are not paid in full, save for taxes,
student loan debt, and a few other exceptions. Among the mast important exceptions are home mortgages. A
bankruptcy judge is not allowed to reduce the value of a home mortgage.

in this, a primary mortgage is unique among debt that is secured by some sort of collateral. If the debtor has a car,
a boat, or a second home for which he owes more than the current market value of the asset, the judge can reduce
the amount of the debt to the market value. It is in both sides’ interest for the judge to have this power: Otherwise,
debtors who file for bankruptcy would simply relinquish title to the property, and the creditor wouid then have to go
and find a buyer, at some cost to him. Writing down the value of the debt gets the creditor the same amount of
money as if he had taken possession himself and soid it, but without the hassle.

Allowing such a cramdown for a mortgage on a primary residence would require us to acknowledge a simple fact:
The person who owes $450,000 on a house that is currently worth $300,000 is aimost assuredly never going to pay
the fuil amount he owes; eventuaily, he will either be granted a loan modification to reduce the principal or else he
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will walk away—no matter how much we try to shame him into “doing the right thing.” The cost of walking away in
most states amounts to little more than the inability to buy another house in the next five years, since most
mortgages are in practice nonrecourse loans, meaning that the debtor does not have to make up any deficiency if
he returns the house to the mortgage holder and it sells for less than the mortgage.

At the moment, mortgage ioan modifications are entirely at the discretion of the lender. But thanks to the
disintermediation of the mortgage market in recent decades, negotiations between the mortgage holder and the
debtor can be nearly impossibie to initiate, despite a plethora of administration programs designed to ameliorate this
problem. (The mortgage holder is typically an investment bank or some other investor who holds it along with a host
of other mortgages in a mortgage-backed security.)

ironically, one of the arguments offered for exempting home mortgage {oans from being crammed down in the 1978
bankruptcy reform was that the community banks and savings and loans that issued most home loans were well-
positioned—and had an incentive—to negotiate with a financially troubled homeowner to avoid forectosure. As that
is no longer the case, bankruptcy judges shouid be given the power to impose cramdowns.

Fairness

Republicans typically react to suggestions of mortgage cramdowns with indignation, arguing that it sets a bad
precedent and rewards specutators and people who didn't play by the rules. There is some truth to this: For
instance, economists Michael LaCour-Little, Vincent Yao, and Eric Rosenblatt find that a good portion of foreclosed
homeowners in Southern California bought their homes well before the peak of the price bubble and managed to
extract a considerable amount of equity from the home before the crash. They estimate that the typical return on
equity for those with foreciosed houses approaches 40 percent—not a bad haul.

However, should meting out fiscal justice trump economic expediency? It's a question that policy-makers have
asked themselves previously. In his book The Banking Panics of the Great Depression, Eimus Wicker notes that the
Federal Reserve maintained a tight monetary policy well into the 1930s that they knew wouid fead to the collapse of
banks throughout the country, which in turn would crater the economy. Nevertheless, they held fast to this path not
just because of a Darwinian economic perspective but also because of a widely held notion (at least within the Fed)
that helping these troubled banks would be rewarding failure.

Phillip Swagel, assistant secretary for policy at Treasury in the latter years of the Bush administration, wrote in a
paper for the Brookings Institution that his old bosses rejected any cramdown because they feared its subsequent
impact on the lending markets for middie-income households. Resorting to a cramdown, they reasoned, woulid lead
mortgage issuers to tighten credit standards as well as demand higher down-payments. it's safe 1o say that this ship
has sailed. Cramdown or no cramdown, credit standards are tightening and higher down-payments will be the rule.

Who Gets a Break?

Uttimately, America has a choice: Do we continue to insist that the people who made bad bets in the housing
market get punished for their wagers, or do we focus on creating policies that have the best chance of ending our
economic malaise? Once we decide that the latter should take precedence, the next step is easy: We allow
mortgage cramdowns to occur in the context of a Chapter 13 bankruptcy reorganization.

By doing it in the context of bankruptcy, we set a high bar on who takes advantage of a cramdown: Someone who is
marginally under water is not going to want to go through the proctology exam that comes with a Chapter 13
bankruptcy or to pay the thousands of doltars of fawyers’ fees to file. But someone $100,000 in the hole is likely to
explore the possibility—exactly the incentive we want to create.

The worry that mortgage-holders are going to take a hit is valid: While granting mortgage relief through bankruptcy
minimizes the costs of fixing the housing market, the government may stili find it necessary to provide some sort of
relief to various hoiders of mortgage-backed securities, which would be politically unpatatable but much less
expensive than the president’'s proposed $447 billion stimuius pian, while having the advantage of actually providing
real stimulus.

But the true cost of a cramdown will not be that significant: At the end of the day the investors holding mortgages

aren't likely to get more for their mortgages than what the houses are currently worth. So the real question is who
should five in those houses? The people now in them, or the people who would buy them for pennies on the dotiar
after the wrenching and complicated ordeal of a foreclosure and auction?

When | was a newly minted Ph.D. economist | was asked to meet with my hometown bank on behaif of a lawyer
who had some clients who needed auto loans and had recently fited for bankruptcy. The terms we proposed
seemed sensible: a ioan for half the vaiue of the automobile, secured by the car itself, at an interest rate 50 percent
higher than what the bank charged its normal customers.
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The bank refused, saying they worried that these clients wouid fite for bankruptcy again and stiff them. impossibie,
pointed out—someone can file only once every six years, and besides that, the car would deed to the bank—
insured for its full amount—should the client cease payment, And these peopte were now debt-free, making them
good bets for at least the three-year term of the loan. All had steady jobs.

The bank president responded by asking me to eave his office, explaining tersely that it was not a matter of profits
or fosses—it was a moral matter, and that the bank didn't fee! comfortable having clients who had previously
reneged on their debts, even if such a stance cost the bank profits.

| left the premises and sold my stock in the bank shortly thereafter. The bank no longer exists, a casualty of a
previous downturn, exacerbated by what | imagine were a host of poor decisions made for reasons other than
maximizing returns to the shareholders.

Appeals to morality are a poor excuse for inaction. After four years of declining home prices and concomitantly
negligible economic growth, it is time to abandon talk of stimulus plans and focus on fixing the housing market.
Once we make that transition, the relevant question is how to most quickly and at the least cost reduce the number
of homes either being foreclosed on or likely to be foreclosed on because they are so far under water. Aliowing
mortgage cramdowns in bankruptcy reorganization offers a way out for homeowners who are hopelessly under
water and for lenders who are putting off the day of reckoning. Everyone who wants an economic recovery would
benefit from this change in our bankruptcy code.

Ike Brannon is director of economic policy at the American Action Forum.
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Senator WHITEHOUSE. Could you just talk a little bit about the
value of allowing a homeowner who is in bankruptcy to sit down
with the lender and negotiate a new principal balance for what
they owe in the light of, first of all, if they walk away from it, the
bank is going to be written down a lot anyway through the fore-
closure process? My take is they would actually probably get a bet-
ter number in an organized bankruptcy than they would going
through the foreclosure process with all of its destruction of the
property itself, collateral costs, and so forth.

Mr. BRANNON. Sure. As it stands, my father is actually a bank-
ruptcy lawyer in Peoria, Illinois, so I am well aware that you were
in charge of bankruptcy. My father would love to chat with you
about this. He has many ideas for bankruptcy reform he would love
to run by you. And my idea is simply that I agree with you in the
sense that—this is what I told Senator Merkley in the situation
where somebody owed $500,000 on a $300,000 mortgage, the mort-
gage holder is not going to get $300,000. I think we need to ac-
knowledge that. We see this all over America where people are
walking away from their mortgages. Whether by law or by custom,
people have almost everywhere a non-recourse loan, and it does not
seem like that is going to change, at least in the near future. So
in my article, I simply said I think we should acknowledge that,
and we should create a system so people who are severely under-
water can file a Chapter 13 bankruptcy, which is not available to
everybody. If you have assets, then you are not allowed to file a
Chapter 13 bankruptcy. You are told to go away and allow the
court to negotiate something for them, just like they do with other
assets.

Senator WHITEHOUSE. Do you think that would have—the pros-
pect of that, do you think that would influence behavior elsewhere?
I have lived since the mortgage crisis with innumerable stories
from Rhode Islanders who are on the receiving end of the worst bu-
reaucratic treatment I have ever heard of from the big banks about
their mortgages: never getting the same person on the line twice,
never getting a straight story, up to 19 months in one case of one
of my constituents of simply the runaround. And when you have
your home at stake, you can imagine how infuriating and frus-
trating never being able to have a sensible discussion with anybody
is. And I think that is one of the reasons that the administration’s
programs have been so unsuccessful, is that the banks are so
unmotivated. We got money into Rhode Island for the hardest-hit
plan, and Rhode Island Housing sat down with the biggest banks
to design the program for how the hardest-hit plan funds would be
distributed. And they agreed on a plan, and then when it came
time to go forward, the big banks said, “Well, we may have agreed
on the plan, but we are not going to participate,” because I do not
think they feel any—there is no alternative. So could you react to
that?

Chairman CONRAD. Let me, if I could, stop the Senator on that
point because we are out of time on this questioning by the Sen-
ator. Here is our problem—

Senator WHITEHOUSE. Could I submit for the record—

Chairman CONRAD. Yes, we can do that.

Senator WHITEHOUSE. I apologize.
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[The information referred to follows:]

Dr. Brannon
Answer:

| think what the Senator is asking is whether aitering the bankruptcy code ex post to allow judges to
modify lcans by the market value of their house would possibly limit home lending by banks in the
future, knowing that a cramdown is a possible outcome.

The Senator is correct that banks would be a bit warier in lending—but | don’t think it would make
lending standards any more restrictive than they currently are. As it currently stands it is difficult for
people to borrow for more than 80% of the value of the home-—and virtually no one appears to be abie
to barrow mare than 90 percent of the value of their home, based on my conversations with various
housing economists and bankers throughout the country. | think that would become the norm if we
allowed a mortgage cramdown, with banks wanting to insulate themselves from a writedown in the
wake of another burst property bubble. And I don’t think this wouid be an unhealthy development~as |
said elsewhere in my testimony | think we place too much of an emphasis in our tax code and elsewhere
in policy in incentivizing the purchase of homes, and that home ownership buys society relatively little
additional salutary behavior.

{ also think such a provision would force banks to be much mare wary in the wake of any future price
boom in who they lend to and how ruch they lend: in fact, { submit that this might be more of a brake
on a future property price bubbie than anything found in the Dodd-Frank bill.
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Chairman CONRAD. We have been told that the vote is hard-
wired for noon. We have four—because Senator Sessions and I
have withheld all morning, so we still have four Senators to ques-
tion, and we only have 12 minutes, so that is a problem.

Senator Sessions.

Senator SESSIONS. Thank you. Well, I remember about a year
ago, or a little over, I was at the home of Al Blanton in Marion,
Alabama, and we had a town hall-type meeting in his house. And
we lost him recently. But everybody talked, and at the last, a man
well in his eighties said, “Well, I have lived through the Depres-
sion. I lived through World War II. I lived through Korea. I lived
through the big inflation and other things that have happened. And
I do not believe our problem is the high cost of living. I believe it
is the cost of living too high.”

I was at another town hall meeting in Evergreen. An African
American stood up and said, “Well, my daddy always told me you
cannot borrow your way out of debt.”

We have talked, Dr. Prakken, about the uncertainty that exists.
Would you agree that if our debt-to-GDP was one-third of what it
is today, there would be less concern and more confidence. We are
so highly leveraged, that this is creating uncertainties that we have
not seen before?

Mr. PRAKKEN. I would rather we had less debt than more debt.

Senator SESSIONS. I n Europe, some are predicting catastrophic
events. Hopefully that will not happen. Our debt is not much better
than theirs. We are on a path in which we went from a $161 billion
deficit to a $450 billion deficit to a $1.3 trillion deficit, I think for
the last 3 consecutive years, and we will be over $1 trillion this
year. It is unprecedented. And you tell us you cannot predict the
future. Mr. Blinder’s friend and collaborate, Dr. Zandi of Moody’s,
predicted 4-percent growth for 2011. It came in at 2 percent.

Dr. Prakken, what was your prediction for 2011?

Mr. PRAKKEN. Too high.

Senator SESSIONS. You do not want to tell us?

Mr. PRAKKEN. Made when, a year ago?

Senator SESSIONS . Yes. Zandi’s was made in January of 2011 for
2011.

Mr. PRAKKEN. Probably close to 3 percent, and then—

Senator SESSIONS. You were a little cautious. So the point is—
so, Dr. Blinder, when you say we ought to borrow another $500 bil-
lion, because it will create more growth than uncertainty and dam-
age, it bothers me. I am not saying we need dramatic cuts this
year, but I am saying that we need to be very dubious about bor-
rowing more.

I think this past election was seminal. People were shocked by
the size of our deficit and are prepared to take a little medicine.
It is so disappointing that the President said nothing about our
debt at the State of the Union. His own Chairman of the Joint
Chiefs said the debt is the greatest threat to our national security.
Dr. Brannon, isn’t it a point in time in which this Nation has got
to actually worry about this debt course? Are we facing the most
predictable financial crisis in our Nation’s history if we do not re-
duce our debt?

Mr. BRANNON. I believe you are correct.
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Senator SESSIONS. Dr. Prakken.

Mr. PRAKKEN. Current fiscal policy is unsustainable, and if we
try to sustain the unsustainable, the inevitable consequence will be
a gradual rise in interest rates and a gradual decline in our stand-
ard of living.

Senator SESSIONS. Thank you. Dr. Blinder.

Mr. BLINDER. That is right, but the emphasis needs to be on the
trend, not the level. We have no trouble now financing the level of
the deficit that we have now. In fact, we are paying zero interest
rates at the short end. The trend is totally unsustainable, com-
pletely unthinking, and it is almost entirely, as came up in this
hearing, due to rising health care costs. So that is the one thing
that needs to be dealt with in terms of long-term deficit control. If
we could do that—unfortunately, nobody knows how to do that. If
we could do that, almost nothing else would matter.

Senator SESSIONS. Well, Mr. Bowles of the Commission said that
we could be facing a debt crisis in 2 years. That was a year ago
when he made that statement. And you are talking about medical
costs in the next 20, 30 years which are horrendous. But I am wor-
ried that the debt is already having an impact on this economy. I
think the Europeans have decided they need to retrench now, even
though it might cause some short-term pain.

Thank you.

Chairman CONRAD. Let me just ask my colleagues, we have three
of us left, the vote is hard-wired at noon. Could we go to 5-minute
rounds? Would that be acceptable? I apologize to my colleagues. In
fact, I will tell you what. Let us do 6 minutes for the two of you,
and I will just either not do a round or have it further truncated.

Senator Wyden.

Senator WYDEN. Mr. Chairman, you are very thoughtful. I am
just going to ask one question. I think I can get under 6.

Dr. Brannon, you have worked on the Hill for a long time, and
I am going to direct this to you. My concern has long been that the
lame duck session of the 2012 Congress would look pretty much
like the lame duck session of the 2010 Congress—big economic
challenges, a real fight over the bush tax cuts—and, frankly, the
2012 session really has a double whammy because, in addition to
the debate about taxes, you have this question of sequestration
kicking in, sort of not really looking to target what you are doing
in spending in a careful kind of way. And I have been looking at
all the possible ways to try to break out of this cycle. For example,
I opposed the Bush tax cuts, but I suggested after the 2010 elec-
tion, why don’t we extent the Bush tax cuts for 1 year so that Con-
gress on a bipartisan basis would be forced in 2011 to make some
tough choices about tax reform and spending so that both sides
would be under pressure to come together. Obviously, we were not
successful in it. I would have liked to have seen it. As Senator
Coats and I have a bipartisan tax reform plan. There are others
who have ideas on how to approach it. But because the Chairman
is being very gracious about the time, my one question to you is:
What do you think can be done over the next few months to try
to drive this kind of bipartisan agreement around tax reform and
spending reform so that you do not get this kind of lame duck melt-
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down where the choices are only ones that do not really serve the
country’s interest? Just your thoughts on that.

Mr. BRANNON. You know, the discussion we always have—when
I started on the Hill it seemed to happen every 6 months—is how
do you tie the hands of a future Congress or even the current Con-
gress in the future, and I think it is impossible. And that is why
we end up pushing things to the last minute. And when I was on
the staff of the Senate Finance Committee, the last day we were
in session we knew we would be here until 4:00 or 5:00 a.m. be-
cause the last negotiations would not take place until everybody
was too tired to do anything.

I will say this: You know, people have talked about the need for
comprehensive tax reform, and people on both sides have acknowl-
edged this, and they say, oh, that takes a year or two to get done.
But if you look at what your predecessor, Senator Packwood, did,
ultimately it took about a month to really get everything through,
and I have talked to him about that. He said if you take much
longer to do comprehensive tax reform, everybody starts figuring
out precisely how much their ox is gored. And so maybe the thing
to do, being an outsider, maybe the thing to do is to try to do com-
prehensive tax reform in a lame duck session.

Senator WYDEN. Mr. Chairman, thank you.

Chairman CONRAD. I thank the Senator.

Senator Nelson.

Senator NELSON. I happen to agree with you, Dr. Brannon. I
think that might be the way to get it done. Otherwise, we would
get pecked to death on the Finance Committee.

Tell me, if we have a long, drawn-out fight over this 2-percent
payroll tax cut, what is going to be the effect on job creation and
our economic recovery?

Mr. PRAKKEN. Well, let us see. It cannot be too long and drawn-
out because you only have a month left to make a decision.

Look, the decision is whether the holiday ends at the end of Feb-
rual‘;y or whether it is extended through the end of the year, cor-
rect?

Senator NELSON. Correct.

Mr. PRAKKEN. In which event the holiday would expire, anyway.
To be frank, that is not going to have all that much effect on the
economy, I mean, moving up 10 months something that is going to
happen at the beginning of next year, anyway. But, it is roughly
$140 billion that would be taken out of the pockets of working men
and women and unemployed people, and they would certainly re-
duce their spending some if they did not have that, and that would
reduce demand for goods, and that would in turn, prompt some re-
duction in the production of goods and some job losses.

Is it a lot? No. But is it a negative if you do not extend this be-
yond February? Yes. It is just simple. If you take spendable money
?Way from people, they will spend less, and people will produce
ess.

Mr. BLINDER. Could I just add, Senator, that I think everybody
viewed—probably including Members of Coverage—a 2-month ex-
tension as economically ridiculous. It was the best that could be
done under the political circumstances. And I think there is a very,
very widely shared view, which I hold, that the other 10 months
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are coming. And I think the main—and I think that will happen.
The question is whether you drag it out until after midnight on the
last day, which the Congress might.

I frankly think the main thing that is at stake there is not that
the 2-percent payroll tax cut is going to happen. It is the reputa-
tion of the Congress. It just starts looking ridiculous to people.

Mr. PRAKKEN. And I agree with that one. There is that expecta-
tion. But there is uncertain about how and over what time period
it will be paid for. If the insistence is made that it be paid for
quickly, that then mutes the stimulative effect of extending the hol-
iday. If it is paid for gradually over a number of years at a time
when the economy is stronger down the road, you have a more fa-
vorable outcome.

Mr. BRANNON. And I just do not believe all that much that fiscal
stimulus does a whole lot. I think the Congress is better served
thinking about long-run changes in taxes and spending, that the
permanent changes that contribute to long-run economic growth
and not worrying about the short-term variations in the business
cycle, because I do not think they can do that much about it.

Senator NELSON. Tell me what you think is going to happen in
Europe, and according to what you think, if you think it is going
belly up on the banking system, tell us how bad that is going to
affect us. Dr. Blinder?

Mr. BLINDER. Yes, glad to. I alluded to it a little bit in the testi-
mony. I think the best guess—and “guess” is the right word here—
is that they continue to manage to muddle through, kicking the can
down the road a little further at each stage. They have been re-
markably successful at that. This has been going on, in an acute
phase, since the spring of 2010, and they keep kicking the can
down the road doing just enough to get by. I think that is the best
guess for 2012.

The downside risks which you were asking about are enormous.
If there is the financial equivalent to Lehman Brothers that starts
in Europe, I think that is a recipe for a worldwide recession, start-
ing in Europe but not staying in Europe. And as I suggested in the
testimony, the potential to knock down U.S. GDP growth, which
might otherwise be, say, 2.5—or pick whatever number—let me not
even do a forecast. To knock down U.S. GDP growth by 2, 2.5 per-
centage points from whatever it would have been in a worst-case
scenario.

Senator NELSON. Any different point of view?

Mr. PRAKKEN. Agree with everything Alan said. Hopeful that the
ECB’s decision to lend 3-year money to banks in the EZ so that
they can either acquire some of this troubled sovereign debt or not
sell the assets that they have in a fire sale to recapitalize them-
selves seems to have worked so far very well, and I think it in-
creases the chance of the muddle-through scenario.

But one of the things that makes putting together forecasts so
difficult now is that Europe is the single biggest threat, and you
can imagine two or three different scenarios, all of which have
roughly equal probabilities of occurring—the muddle-through is
one; disaster is another. And either one probably has a 35 or 45
percent chance of occurring. It just makes it very hard to have a
base case view of what is the impact on the U.S.
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Senator NELSON. Thank you, Mr. Chairman.

Chairman CONRAD. I thank the Senator. We have 7-1/2 minutes
left in this vote now, so I am going to forgo my questioning round.
This is really management by the Chairman. I lose my chance to
question the witnesses. But I had an extensive statement at the be-
ginning.

I deeply appreciate the contributions of the witnesses here today.
You have certainly helped the work of this Committee.

With that, we will stand adjourned.

[Whereupon, at 12:06 p.m., the Committee was adjourned.]
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Z-
Questions for the Record
from Senator Graham
for Dr. Joel Prakken
The Outlook for the U.S. and Global Economy
1/26/2012
Senate Budget Committee

1. Inyour testimony you stated that your forecast assumes a number of policy
extensions and fixes including “that a full sequester will be avoided, and that a
grander bargain on gradual deficit reduction will be achieved.” With the recent
failure of the Joint Select Committee on Deficit Reduction created by the Budger
Control Act of 2011, why do you assume that a greater deal can and will be
reached, and when do you predict that this deal will be reached? Also, why do
you assume that Congress will act to prevent sequestration as required by the
Budget Control Act? What effects will sequestration have on our economic
recovery and future growth if implemented in full, both on the defense and non-
defense discretionary spending sides?
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Our economic mode requires as inputs explicit assumptions about future paths of taxes and spending.
This forces us, in these time of great fiscal policy uncertainty, to make policy assumptions that
admittedly are more in realm of political science than economics. | cannot claim | have much confidence
in our assumptions but, at the risk of sounding flippant, we have to assume something!

(1) in December, and given the economic circumstances, both parties found reason to extend the
"payroll tax holiday" and emergency unemployment benefits for two months. Furthermore, we
interpreted that decision as a signal that both partiers were interested in finding a way to extend these
programs through the end of this year. Circumstances have not changed significantly since then, so we
continue to assume that, even though the deadline is fast approaching, these programs will be extended
through December.

{2} Under current law, there would occur a huge fiscal contraction in 2013 when it is likely that the
economy will remain mired in a sub-par recovery, there will be downside risk from the European Debt
Crisis, and the Federal Reserve will be limited in its ability to cushion the economy from the adverse
near-term effects of such a sharp fiscal contraction. Under these circumstances, we assume both
political parties will see a common interest in preventing that sharp fiscal contraction, and that out of
this common interest will arise a grander bargain that will spread the fiscal pain across many groups and
distribute that pain more gradually over time as the strengthening economy can absorb it and as, with
interest rates off the "zero bound”, the Federal Reserve can offset some of the fiscal drag.

(3)A critical factor underlying these assumptions is that our economic model suggests that if deficit
reduction in excess of $4 trillion-over the next decade in not implemented, inflation-adjusted interest
rates will begin rising towards unsustainable levels. We assume that no-one wants to see that happen.

{ confess to a real concern that our policy assumptions may prove optimistic given the current
contentious political atmosphere. Furthermore, the timing and manner in which these fiscal
uncertainties are resolved probbly depend on the outcome of the presidenital election. All this
underscores that there is downside risk to our near-term forecast arising from the possibility of much
larger near-term fiscal drag that we have penciled in.
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THE OUTLOOK FOR THE EUROZONE

WEDNESDAY, FEBRUARY 1, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.

The Committee met, pursuant to notice, at 10:01 a.m., in Room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair-
man of the Committee, presiding.

Present: Senators Conrad, Merkley, Johnson, and Thune.

Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.

I want to welcome everyone to the Senate Budget Committee
today. Today’s hearing will focus on the outlook for the eurozone
and its potential impact on the U.S. and global economy. We have
three really distinguished witnesses with us this morning. I want
to thank them each for being here.

First, we have Dr. Simon Johnson, senior fellow at the Peterson
Institute and professor of entrepreneurship at MIT’s Sloan School
of Management. Dr. Johnson has testified

before this Committee on several occasions, and we welcome him
back this morning.

We also have Dr. Fred Bergsten, director of the Peterson Insti-
tute for International Economics. I would note that Dr. Bergsten
recently announced that after 31 years of ably leading the Peterson
Institute, he will be stepping down as director and focusing more
of his time on research and writing. I want to commend Dr.
Bergsten for his years of leadership at the institute and wish him
well in his future endeavors. And, of course, Dr. Bergsten has testi-
fied many times before the Budget Committee as well.

We also have with us this morning Dr. Adam Lerrick, a visiting
scholar at the American Enterprise Institute, someone who is deep-
ly knowledgeable on European affairs, having spent the last 2
years there. We look forward very much to your testimony and wel-
come you to the Senate Budget Committee this morning as well.

I would like to begin by just very briefly reviewing the situation
as I see it in Europe. To be clear, what is happening in Europe has
ramifications across the globe, certainly including the United
States. Here is the front-page story in the Washington Post last
week: “IMF fears European crisis poses risk of major recession.”
The article highlights the International Monetary Fund’s concern
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that the turmoil in Europe could have serious consequences for the
global economy.
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IMF fears European crisis
poses risk of major recession

BY HOWARD SCHNEIDER

The global economy is slowing
sharply and is at far greater risk
of recession than was thought
just months ago, with Europe’s
debt crisis creating “fertile
ground” for a rapid collapse, the
International Monetary Fund
warned Tuesday.

In a sobering trio of reports on
growth, public debt and financial
stability, the agency described
global trade and investment as
waning and depicted the world
as perhaps one shock away from
a serious downturn. The epicen-
ter of the economic turmoil re-
mains the euro zone, where polit-
ical leaders have not committed
the money needed to prop up
weakened governments and
banks, thereby threatening to
create a cycle of “self-perpetuat-
ing pessimism” that could under-
mine the recovery, the IMF said.

Whether the trigger is a gov-
ernment default in Greece, a
bank failure or some other trau-
matic event, “the world could be
plunged into another recession,”
said Olivier Blanchard, the IMF’s
economic counselor. “The world
recovery, which was weak in the |
first place, is in danger of stall-
ing.”

The agency’s latest forecasts
suggest that the process may be
underway. Projected worldwide
economic growth for 2012 was
trimmed to 3.25 percent from the
4 percent rate projected in Sep-
tember. China and India, which
have become major engines of
global growth, are predicted to
cool to around 8.2 percent and
7 percent, respectively. The IMF
projects that the euro zone will
fall into recession and contract
by about 0.5 percent this year.

IMF CONTINUED ON Al8
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Yesterday we saw reports that European leaders had agreed to
new measures to address the debt concerns in their countries. Here
was the New York Times headline on the agreement: “European
leaders agree to new measures to enforce budget discipline.” I
would very much like to hear the views of our witnesses on this
agreement and whether it is the right answer for Europe at this
moment.
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Most economists believe the eurozone is already in recession. We
can see the Blue Chip forecast shows eurozone economic growth
falling from an anemic 1.6 percent in 2011 to a negative four-
tenths of 1 percent in 2012. At the same time, European nations
are saddled with large and growing debts that impact their ability
to respond to the downturn. We can see that Greece and Italy both
face debts well above 100 percent of GDP. Of course, our own cir-
cumstance, we now face a gross debt of more than 100 percent of
our GDP.
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The threat to the U.S. economy is clear. Here is how economist
Alan Blinder, the former Vice Chairman of the Federal Reserve, de-
scribed the situation in his testimony before the Budget Committee
last week: “My rough outlook for U.S. GDP growth in calendar year
2012 is about 2.5 percent. The biggest threat to the economic is fi-
nancial contagion from Europe. If we get a worst-case scenario, a
European financial blowup that looks somewhat like Lehman
Brothers, I think most, if not all of that putative 2.5-percent
growth could just evaporate in a worldwide recession.”

I hope people are listening. If Europe implodes, the risk to our
economy is serious. We need to remember that almost one-quarter
of U.S. exports go to our European trading partners, so what hap-
pens to the European economy could have a very real impact on
U.S. manufacturers and U.S. workers.
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With that, we will turn to Senator Johnson, who is filling in for
Senator Sessions this morning, for his opening remarks. Then we
will turn to our witnesses for their testimony. And, again, I want
to thank Senator Johnson for filling in for Senator Sessions this
morning. I would just say to colleagues, there are many competing
meetings of other committees this morning, including markups in
some, which means that colleagues who would like to be here sim-
ply cannot be here and participate in the work of other committees
on which they serve. So we understand that this is a meeting in
which there are many competing priorities for members of this
Committee.

Senator Johnson.

OPENING STATEMENT OF SENATOR JOHNSON

Senator JOHNSON. Well, thank you, Mr. Chairman. Obviously, I
am here because this is my top priority. I think this is—certainly
the greatest threat that does face our Nation is our debt and deficit
issues, and it all is tied into our need to really achieve economic
growth, and that is, of course, what the threat of Europe poses to
the U.S.—how is that going to affect our economic growth?

I just want to thank you for your comments at our last Budget
meeting where you certainly indicated your desire to work toward
passing a budget resolution out of this Committee and one that
would hopefully reduce our deficit by as much as $5.5 trillion. I
think that is a great goal. It is one I certainly want to work with
you to try and achieve.

I think one of the things we have to do if we are going to achieve
that goal is we have to be mindful of our obligations under the
Budget Act from 1974 and be mindful of those dates. Of course, the
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President in terms of following that law should be presenting a
budget on the first Monday in February. We will probably miss
that by a week. Okay. Let us not let any other deadlines slip. This
Committee has an obligation to pass a resolution by April 1st, and
then the Senate should be acting on a concurrent budget by April
15th. I think we really need to hold our feet to the fire to get that
done because I think it is the minimum amount—the minimum re-
quirement that the American people should expect from the Sen-
ate, is to actually pass a budget so they understand what the plan
is, so they can see it on a piece of paper and they know the direc-
tion that the Senate will take.

Chairman CONRAD. If I could just interrupt the Senator on that
point, one unknown that we still have to deal with is when we will
have CBO’s re-estimate, and they have not given us an answer on
that question. So that is the one unknown that is out there. I agree
with you entirely. I would like to get this done as soon as possible.
Obviously, we have a hearing scheduled to conclude, which is im-
portant, because we are hearing from the head of OMB, the head
of CBO, the Secretary of Defense, the Secretary of Treasury, and
the rest—the Secretary of Transportation. But the one thing that
is out there that is an unknown for us as a Committee is when
CBO will provide the re-estimate.

Senator JOHNSON. I guess we have Director Elmendorf here. We
should ask him that question and keep his feet to the fire as well,
so I will help you do that.

But, Mr. Chairman, you have done such a good job since I have
been here of providing graphs, so I guess, I think, imitation is the
greatest form of flattery, so I brought a couple graphs here today
that certainly I have been showing in Wisconsin to basically de-
scribe what I think is the problem facing our Nation in terms of
economic growth and our debt and deficit situation.

Certainly, as I was reviewing the testimony that will be given to
us here today, my concern is that we are trying to address a prob-
lem of fiscal mismanagement with monetary solutions, and I think
we are seeing that in Europe, and it just simply is not working that
well.

One of the charts that I showed to groups in Wisconsin—I turned
smiling faces into frowns—is I describe the history of our debt. And
I like using this one because it shows in 1987 our total Federal
debt was $2.3 trillion. It took us 200 years to accumulate $2.3 tril-
lion worth of debt, and we just entered an agreement last year to
basically, give the President the authority to increase the debt ceil-
ing by $2.1 trillion. We will blow through that limit in less than
2 years. That is a little depressing.

The next chart will show total spending. I know an awful lot of
people use the shorthand version that we are cutting spending or
we are proposing cuts. Quite honestly, nobody is proposing cuts.
This also is kind of a jaw-dropping chart when I show it to groups
in Wisconsin because it shows that 10 years ago our Federal Gov-
ernment spent $1.9 trillion. Last year, we spent $3.6 trillion. We
have doubled spending in just 10 years. And the argument moving
forward is, according to President Obama’s last budget, he was pro-
posing spending $5.8 trillion in 2021. The House budget would
have spent $4.7 trillion, and I think the graph is pretty visual from
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a standpoint we are not talking about cutting the size of Govern-
ment, we are just trying to reduce the rate of growth.

Another way of looking at spending is on a 10-year spending
level. If we put the next one up, in the 1990s we spent $16 trillion
over a period of 10 years. The last 10 years we spent $28 trillion.
And, again, the argument moving forward is, according to the
President’s last budget, he was looking to spend $46 trillion in the
next 10 years; the House budget would have spent $40 trillion. If
you have heard about that $6 trillion in draconian cuts, that is
what we are talking about, is the difference between $46 trillion
versus $40 trillion. But, again, I am an accountant. I can do the
math pretty easily. Neither 46 nor 40 is less than 28. We continue
to grow Government.

The next to the last chart—this is the really eye-popping one—
compares the total liabilities of the United States to the total net
assets, private assets. These are last year’s figures. I have not re-
vised the chart. I will tell you what the new numbers are. But last
year, according to the trustees, according to the balance sheet of
the United States, the total Federal liabilities—the unfunded liabil-
ity of Medicare, Social Security, our total debt, and the liability to
Federal retirees—was $99 trillion. Now, that is an incomprehen-
sible figure, but if you relate it to the size of our asset base—and
that is household assets, large and small businesses—it is $79 tril-
lion. That is the definition of a huge problem right there.

Now, the latest balance sheet of the United States that came out
shows the liabilities as $72 trillion. They have revised the estimate.
They have made some actuarial adjustments. They are taking a
look at the health care law and actually making the assumption
that the health care law will reduce health costs. And I guess the
point I would like to make is in many of our estimates here, we
are simply deluding ourselves. I do not think it is rational to really
believe that the health care law is going to lower health care costs.

The other assumptions we are making, CBO just released their
latest baseline, and in that baseline they are assuming that we are
actually going to let these tax cuts expire, all of them. That is a
$5 trillion bet. I do not think that is going to happen.

The true cost of health care, I have worked with Douglas Holtz-
Eakin on this, I have written some op-eds on it, I have taken a look
at it. Again, we are deluding ourselves to think that this thing is
going to be deficit neutral. It will not be. It will add trillions of dol-
lars to our debt and deficit over the next 10 years.

I think the other thing we have to worry about is the economic
growth assumptions that are put in these baselines. We have seen
a couple studies. The CBO itself says to the extent that we miss
our growth targets by 1 percent, that adds $3 trillion to our debt
and deficit. We need to be concerned about that.

I think the final thing we need to be concerned about is we are
trying to close the deficit. Again, I think in my graphs I pretty well
described a spending problem, and I would just caution anybody
that wants to increase tax rates. I want to raise more revenue by
growing the economy. I want to raise more revenue by significant
tax reform that is pro-growth. But if we just raise rates, I think
we delude ourselves to think that we will actually have the revenue
increases by doing that. I think it would harm economic growth.
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In the end—I think that is what we are going to hear in our tes-
timony here today—the solution in Europe is trying to enact gov-
ernmental policies that will promote economic growth. In the
United States, we have the exact same dynamic. We have to make
sure that nothing we do here in Washington detracts from eco-
nomic growth.

So, with that, I just have one final chart. It speaks to the U.S.
Government in relationship to the European economies, and to me
this is an incredibly key metric. I am a business guy, I am a man-
ager, I am an accountant. So I am looking at key metrics. Cer-
tainly, the size of our debt in relationship to our GDP is an impor-
tant metric, but I think this is even more important.

When you take a look at the Federal Government, its size in re-
lation to our economy, it is right now 24 percent. You add in State
and local governments, and total Government is 39.2 percent,
which means 39 cents of every dollar that our economy generates
filters through some form of Government.

Now, Government does a number of wonderful things, but it is
not particular effective, it is not particularly efficient at many
things. I think it is a very bad metric when you compare it to Euro-
pean-style socialist nations. You know, congratulations, America.
We have arrived. We are at the lower level of European-style so-
cialism. Norway spends 40 percent of government of its GDP, 40
percent. Greece—I think we are going to be hearing about Greece,
and Italy. Greece is 47 percent, Italy is 49 percent, France is 53
percent. That is a metric that I believe we need to manage; we
need to start reducing the size of Government.

So, with that, Mr. Chairman, I appreciate the indulgence here
and turn it over to the witnesses.

Chairman CONRAD. Good. Look, there are lots of things you said
there I agree with, some that I do not. I think my sharpest area
of disagreement would be the new health care law because CBO
has told us that that will reduce deficits and debt by more than $1
trillion in the second 10 years. And I believe that is the case. I
know you do not share that view. That is what makes our democ-
racy vibrant. We have disagreements.

But there is much I agree with, and what I most strongly agree
with is that we are on an unsustainable course. And I think it is
undeniable that we are on an unsustainable course.

We have had the head of the Congressional Budget Office testify
before this Committee that we are on an unsustainable course. We
have the head of the Office of Management and Budget so testify.
We have had the Chairman of the Federal Reserve testify we are
on unsustainable course. We have had the Secretary of Treasury
testify we are on an unsustainable course. I think it is undeniable,
and it is really the central thrust of your argument as I hear it.
And I think you are entirely right about that.

We have an obligation—we have an obligation on this Com-
mittee, we have an obligation in this Senate, the House has an ob-
ligation, the President does—to try to get us on a more sustainable
course. And, it does not take that much to get us to balance. I have
said, without advocating it, a 6-percent increase in revenue from
what is currently scheduled, a 6-percent reduction in spending
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from what is schedule, would save us $6 trillion over 10 years and
balance the budget.

Now, I do not think it should be an even split, revenue and
spending, and every body in which I have served—the Fiscal Com-
mission, Group of Six—we have weighted it heavily on the spend-
ing cut side of the equation. But I personally believe we do need
additional revenue, but as you describe, not with an increase in tax
rates. I think that would be counterproductive to our competitive
position in the world.

And so, there are places where there is agreement on both sides
here. My fondest hope is that we find a way this year to actually
make substantial progress. I am leaving after this year. I would
like nothing better than to leave behind a legacy of getting America
back on track.

Now, one of the things facing us, obviously, is external issues.
We are discussing, I think—one of the biggest threats to our econ-
omy and deficits and debt is the European economic challenges.
Another is what could happen with respect to military engage-
ments around the world. We will be dealing with that at a later
hearing.

Let us go to our witnesses this morning. We will start with
Simon Johnson. Dr. Johnson, thank you again very much for being
here. Please proceed. We will go right through the witnesses, and
then we will open it up to questions. We will do 7-minute rounds,
and, again, thanks to all the witnesses for being here.

Dr. Johnson, please proceed.

STATEMENT OF SIMON JOHNSON, PH.D., SENIOR FELLOW, PE-
TERSON INSTITUTE FOR INTERNATIONAL ECONOMICS, AND
RONALD A. KURTZ PROFESSOR OF ENTREPRENEURSHIP,
SLOAN SCHOOL OF MANAGEMENT, MIT

Mr. JOHNSON. Thank you, Senator Conrad and Senator Johnson,
and thank you also for placing the conversation today in the con-
text which you just did of the U.S. budget and our unsustainable
situation. I think that is absolutely correct, and I would like to
frame my remarks very much to respond to that. Let me make
three points.

First of all, the eurozone has already failed. The eurozone was
established as a bastion of stability and prosperity in the world. It
was designed to further cement the European Union and to build
a larger, more powerful economy, but this has not worked.

As you said a moment ago, Senator Johnson, fiscal mismanage-
ment lies at the heart of their problems, and I completely agree.
They are trying to solve those fiscal problems through—I think you
called it “monetary solutions.” I might call it “monetary innova-
tions,” even a less positive word. I do not think this is going to end
well for them or for us.

And with regard to your question about the new agreements, the
latest rounds of agreements, Senator Conrad, I think this is very
small steps—in the right direction but very small steps relative to
their problems and relative to what they need to do. So I think we
should encourage them to do more, but it is not just a fiscal prob-
lem. It is a fiscal problem on top of a competitiveness problem on
top of an unsustainable balance of trade within the eurozone and,
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of course, on top of debt levels, as you well know, in Greece. And
I am afraid also now in Portugal and I think in Ireland, correctly
calculated, and arguably also in Italy, these debt levels are not sus-
tainable under their current arrangements.

Now, even my more optimistic colleagues from whom you will
hear in a moment I think will agree that the outcome in Europe
is going to be deep recession, austerity. That is the good scenario,
that you have high unemployment, low growth, and that is not
good news for our situation.

The downside scenario that I would emphasize, my second point,
is much worse. The spillovers from their sovereign debt problems
to their financial system and from their mega banks that, frankly,
are very badly run, have far too little capital, those issues were
clear already in 2007-08 when I was the chief economist at the
IMF, that they have not addressed those issues, they have not
made the system safer. It is a dagger pointed directly at our finan-
cial system.

And in terms of what you both care about, in terms of the direct
negative impact on our economy and on our budget, this is a huge
risk. It is a risk that we can take steps to mitigate. We cannot
solve the Europeans’ problems for them. That would be an illusion,
and it would be extreme arrogance on our part to presume. But we
can build better protections for ourselves first and foremost around
the ability of our financial system.

Now, the Financial Services Roundtable has a report out this
morning claiming that all is well in our banks, including in our big
banks, and that we have so-called fortress balance sheets in those
banks. It is not true. That is not an accurate depiction of the level
of capital, the level of equity financing relative to debt, to buffer
against losses that we have in our banks.

The Federal Reserve is well aware of this. You showed us the re-
marks of former Vice Chair Blinder. I am sure that Mr. Bernanke
and his colleagues share those sentiments in private with you.

They must, however, take the logical step of suspending bank
dividends. It makes no sense in this environment to allow the
banks to pay out that capital. They should keep it on their balance
sheet, and they should build up their equity relative to the losses
they could face, for example, if the euro swap market were to col-
lapse, which I would stress is a very real possibility, and I go into
this in my written testimony and other materials I have shared
with your staff. If that market were to collapse, we need as much
of a buffer as possible in our banks, and the suspension of bank
dividends ordered by the Federal Reserve applying on a blanket
basis would stabilize and help strengthen our financial system.

Secondly, we should be scoring—this is directly to your point,
Senator Johnson. We should be scoring, the CBO should be scoring
for you the fiscal impact of financial calamity, and particularly the
dangers posed by a financial system that is run irresponsibly. They
do score for you important contingent liabilities including, as you
showed us, Medicare. That is a contingent liability. We do not
know exactly what will be Medicare costs in 20, 30, or 50 years,
but we can have a view, and the CBO I think takes a pretty hard
look at that and gives you a sensible baseline read. They should
do the same for our financial structures as exposed to Europe, what
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would happen if there were a serious sovereign debt problem, for
example, for Italy, how would that impact our banks? How would
that affect our real economy? Even assuming the Dodd-Frank prin-
ciple holds of no direct costs from bailouts, it would still cause a
massive recession. You would still lose a lot of tax revenue. That
would still presumably push up the borrowing at the Federal level
and at the State and local level, to the extent that that is possible.
We should be scoring that. You should be looking at it.

Now, I am not proposing you hold up this year’s budget on that
basis, but when you talk to Mr. Elmendorf directly and in private,
I think you should impress upon him—I am on the CBO’s panel of
economic advisers. I made this point to them. I think they will be
receptive if Congress pushes them hard in that direction. There are
serious unfunded liabilities for us in this area.

Third, and finally, with regard to the International Monetary
Fund, the IMF should be working to build a firewall—not within
the eurozone. They should not lend more money into the dangerous
and counterproductive situations we now see in the eurozone. The
Europeans run a reserve currency, the euro. They are perfectly ca-
pable of sorting out these problems for themselves. They have not
done it yet, I grant you. They need a lot of encouragement, and
they are getting some of that from the executive branch. Mr.
Geithner I think has been quite good on this of late. More encour-
agement from Congress through all available channels would no
doubt be helpful. But, most importantly, the IMF should focus on
protecting other countries. Build a firewall outside of the eurozone,
protect the innocent bystanders. Let the Europeans sort out their
situation for themselves but help other countries with whom we do
a lot of trade who also have financial systems that are intertwined
with ours, help those countries buffer themselves against calamity
that may arise in the European situation.

Now, the IMF leadership has taken this up. They have issued a
paper to their membership. Unfortunately, it was a secret paper.
The details have been poorly communicated. They have created
conflicting opinions, and I strongly advise you to bring senior IMF
staff in for a private briefing. I understand they cannot do hear-
ings, but they can brief you in private, and they can communicate
their intent. And I would urge you and your staff to impress on
them at every available opportunity, build a firewall outside of the
eurozone, not attempt to fix the eurozone. The Europeans should
do that for themselves.

Thank you very much.

[The prepared statement of Mr. Johnson follows:]
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Testimony to Senate Budget Committee, hearing on “Outlook for the Eurozone,”
Wednesday, February 1, 2012, 10am (embargoed until the hearing starts).

Submitted by Simon Johnson, Ronald Kurtz Professor of Entrepreneurship, MIT Sloan School of
Management; Senior Fellow, Petcrson Institute for International Economics; co-founder of
http://BaselineScenario.com; member of the CBQO’s Panel of Economic Advisers; and member of
the FDIC’s Systemic Resolution Advisory Committee.'

Summary

1) Successive plans to restore confidence in the euro area have failed. The market cost of
borrowing is at unsustainable levels for euro banks and a significant number of governments.

2) Two major problems loom over the euro area. First, the introduction of sovereign credit risk
has made nations and subsequently banks effectively insolvent unless they receive large-
scale bailouts. Second, the ensuing credit crunch has exacerbated difficulties in the real
economy, causing Europe’s periphery to plunge into recession. This has increased the
financing needs of troubled nations well into the future.

3) With governments reaching their presumed debt limits, the European Central Bank (ECB) is
now treading a dangerous path. It feels compelled to provide adequate “liquidity” to avert
systemic financial collapse, yet must presumably limit its activities in order to prevent a loss
of confidence in the euro—i.e., a change in market and political sentiment that could lead to
a rapid breakup of the euro area.

4) Five measures are needed to enable the euro area to survive: (1) an immediate program to
deal with excessive sovereign debt, (2) far more aggressive plans to reduce budget deficits
and make peripheral nations “hypercompetitive” in the near future, (3) supportive monetary
policy from the ECB, (4) the introduction of mechanisms that credibly achieve long-term
fiscal sustainability, and (5) institutional change that reduces the scope for excessive leverage
and consequent instability in the financial sector.

5) Europe’s leaders have mainly focused on a potential long-term fiscal agreement, and the
ECB under Mario Draghi is setting a more relaxed credit policy; however, the other elements
are essentially ignored.

This crisis is unique due to its size and the need to coordinate 17 disparate nations. We give four

examples of economic, social, and political events that could lead to more sovereign defaults and

serious danger of systemic collapse. Each trigger has some risk of occurring in the next weeks,
months, or years, and these risks will not disappear quickly.

Deepens,” Policy Briefs in International Economics 12-4, January 2012, Peterson Institute for
International Economics, and “Europe on the Brink,” Policy Briefs in International Economics 11-13,
July 2011. Peterson Institute for International Economics. For more background, please see also our
paper “Will the Politics of Moral Hazard Sink Us Again” (Chapter 10, in the LSE volume on The Future
of Finance, July 2010). 1 also draw on joint work with James Kwak, including {3 Bankers: The Wall
Street Takeover and The Next Financial Meltdown (Pantheon, 2010) and, on the US fiscal outlook, White
House Burning: The Founding Fathers, The National Debt, And Why It Matters To You (forthcoming,
Pantheon, April 2012). Underlined text indicates links to supplementary material; to see this, please
access an electronic version of this document, e.g,, at http://BaselineScenario.com, where we also provide
daily updates and detailed policy assessments for the global economy. For important disclosures relative
to affiliations, activities, and potential conflicts of interest, piease see my bio on BaselineScenario.

! This testimony draws on heavily on joint work with Peter Boone, particuiarly “The European Crisis
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1. The Euro Area’s Last Stand

For over two years Europe’s political leaders have promised to do whatever it takes to save the
euro area. Yet problems are growing and solutions still seem far off. The October 27 and
December 9, 2011 agreements of European leaders failed to change the dangerous trends in
Europe’s economies or markets. The implicit risk of default priced in sovereign bond markets
reached all-time highs in the last three months. The trend is similar with bank defauit risk. The
crisis is continuing to get deeper, broader, and more dangerous.

A combination of misdiagnosis, lack of political will, and dysfunctional politics across 1"
nations have all contributed to the failure so far to stem Europe’s growing crisis. I begin with our
view on the main problems that are pushing the euro area towards collapse. I then turn to
potential solutions (although we are very aware that the complexity of the problems in Europe
renders any solution questionable), and finally I outline several factors that could trigger rapid
financial collapse in the euro area.

2. Key Systemic Problems in the Euro Area

Within the complex sphere of Europe’s crisis, if we had to pick one issue that turns this crisis
from a tough economic adjustment into a potentially calamitous collapse, we would argue it is
the transformation of Europe’s sovereign debt market. We outline this in section 2.1 and then
discuss the economic ramifications in sections 2.2 and 2.3.

2.1. European Sovereign Bonds Are Now Deeply Subordinated Claims on Recessionary
Economies

In July 2011, Peter Boone and [ laid out the case that the euro area’s immediate problems, in
large part, reflect transition from a regime where sovereign debts were perceived to be sacrosanct
(“risk-free™) to one in which investors perccived that sovereign defaults were possible.? Neither
investors nor Europe’s politicians understood the full ramifications of no bailout clauses in the
Maastricht treaty until recently. With the new risk premium needed to compensate for default
risk, some European nations will need to radically reduce their debt levels and change its
maturity structure.

The treatment of private investors in the upcoming Greek debt restructuring has made it
ever clearer that Europe’s sovereign bonds bear substantial risk. On July 27, 2011, the EU
Council of Ministers finally admitted that a Greek default was needed-—although to date they
prefer to describe this default as voluntary, referring to it as private sector involvement (PSI).*
By choosing a default over bailouts, it is as if the politicians have inserted a new clause into all
European sovereign bonds:

In the event that the issuing sovereign cannot adequately finance itself in markets at
reasonable interest rates, and if a sufficient plurality of the EU Council of Ministers/Euro

? Peter Boone and Simon Johnson, Europe on the Brink, Policy Briefs in International Economics 11-13,
July 2011, Peterson Institute for International Economics, available at www.piie.com.

* For the definition of PSI in the euro area context, see page18 in European Financial Stability Facility
(EFSF). available at www.efsf.europa.ewattachments/faq_en.pdf.
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group/ECB/IMF/the Issuer determine it is economically or politically expedient, then this
bond may be restructured.

Soon after this announcement it was apparent Greece could not afford the proposed deal,
and more funds would be needed. At the summit on October 27, 2011, Europe’s leaders
announced that for Greek debt the PST “haircut” would rise from 21 to 50 percent in order to
provide these funds, while the official creditors promised no additional funds specifically for
Greece.*

Those nonofficial creditors holding Greek bonds learned a new lesson: They are the
residual financiers to European issuers when the troika’s programs fail.’ The Greek press
reported that the government was prepared to change laws governing its bonds in order to force
nonofficial creditors to bear these losses. For nonofficial creditors, a further clause has thus been
cffectively and implicitly inserted into European sovereign bonds:

In the event of default (i) any non-official bond holder is junior to all official creditors
and (ii) the issuer reserves the right to change law as needed fo negate any rights of the
non-official bond holder. ¢

We should not underestimate the damage these steps have inflicted on Europe’s €8.4
trillion sovereign bond markets. For example, the Italian government has issued bonds with a
face value of over €1.8 trillion. The groups holding these bonds are banks, pension funds,
insurance companies, and Italian housceholds. These investors bought them as safe, low-return
instruments that could be used to hedge liabilities and provide for future income needs. It was
once hard to imagine these could ever be restructured or default.

Now, however, it is clear they are not safe. They have default risk, and their ultimate
value is subject to the political constraint and subjective decisions by a collective of individuals
in the Italian government and society, the ECB, the European Union, and the International
Monetary Fund (IMF). An investor buying an Italian bond today needs to forecast an immediate,
complex process that has been evolving in unpredictable ways. Investors naturally want a high
return in order to bear these risks.

Investors must also weigh carefully the costs and benefits to them of official intervention.
Each time official creditors provide loans or buy bonds, the nonofficial holders become more
subordinated, because official creditors including the IMF, ECB, and now the European Union
continue to claim preferential status. Despite large bailout programs in Greece, Portugal, and
Ircland, the market yicld on their bonds remains well above levels where they are solvent. This is
partly due to the subordinated nature of these obligations. De facto, if not de jure, Europe’s
actions have turned these bonds into junior claims on troubled economies.

Once risk premiums are incorporated in debt, Greece, Ireland, Portugal, and Italy do not
appear solvent. For example, with a debt/GDP ratio of 120 percent and a 500-basis-point risk

* Atthe July 21, 2011 summit euro area leaders called for €109 billion of official assistance. On October
26 they committed to €100 billion of official assistance. The IMF did not provide any additional
commitment in October.

* The troika is the informal name given to the European Union, ECB, and the IMF, which negotiates the
terms of external assistance to Greece and other troubled peripheral countries.

¢ To be clear, this “clause” and the preceding clause are just our interpretations — such clauses are
nowhere written down, which greatly adds to the prevailing uncertainty.
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premium, Italy would need to maintain a 6 percent of GDP larger primary surplus to keep its
debt stock stable relative to the size of its economy.” This is unlikely to be politically sustainable.

2.2. Crisis Spreads into Europe’s Core Banks and Incites Capital Flight from the Periphery

On August 27, 2011, Christine Lagarde, the managing director of the IMF, shocked European
officialdom with a speech decrying inadequate capital levels in European banks.® She referred to
analysis by IMF staff showing that, if European banks were stressed for market-implied
sovereign default risks, they were €200 billion to €300 billion short of capital. Lagarde’s speech
was courageous and the logic of her analysis raised deep concerns.” This was the first time the
IMF admitted that sovereign default risk needed to be taken into account for the largest banks in
Europe. Europe’s regulatory regime does not require banks to have equity capital funding for
sovereign debt—there is no capital requirement, in banking jargon—so banks accumulated these
debts over many years under the assumption no additional capital would be needed. They must
now revisit those portfolios to take account for capital needs on risky sovereign debt.

However, the IMF analysis of the capital needs to offset this risk was odd. Markets price in a
small risk of sovereign default, yet a major sovereign default would be a large, discrete event.
Regulators need to decide: Sovereigns are safe, in which case banks need little capital protection
against sovereign default, or they are not safe. If they are not safe, then banks need to accumulate
adequate capital—raising their equity relative to total assets—to survive plausible sovereign
defaults. For example, Bank for International Settlements (BIS) data show French banks in June
2011 had claims worth $109 billion (on an ultimate risk basis) on Greece, [reland, Italy,
Portugal, and Spain (GIIPS); if these nations were to default on their sovereign claims, then
French banks would surely experience large losses on the entirety of this portfolio while the
repercussions for France's own economy would add further domestic losses. '

If sovereign default risk is not removed, then banks need nearly full equity funding to
cover plausible states of nature where disorderly defaults do happen. The lesson for banks is
clear: They need to reduce exposures to troubled nations and batten down the hatches.

In addition, Europe’s peripheral banks are suffering large funding losses as capital moves
to safer nations — most notably Germany.

7 A 500-basis-point risk premium is consistent with an annual 10 percent risk that something will trigger :
decision to restructure and that there would be a 50 percent mark-to-market loss on bonds under such an
event,

# Christine Lagarde, speech at Kansas City Federal Reserve conference, Jackson Hole, August 27, 2011,
available at www.imf.org.

? European politicians first dismissed Lagarde’s analysis and later the European Banking Authority
revised down the needs to €114 billion. They argued that the IMF failed to take into account a potential
rally in the price of safe haven bonds, such as France and Germany, which banks hold on their balance
sheets. We believe the analysis far underestimates the potential capital needs since it does not take into
account the full macroeconomic ramifications of sovereign default.

" Bank for International Settiements, Table 9D: Consolidated foreign claims of reporting banks—
Ultimate risk basis, BIS Quarterly Review, December 2011, available at
www.bis.org/publ/gtrpdf/r_gali12_anx9d_u.pdf.
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2.3 Macroeconomic Programs: Too Timid to Restore Confidence or Growth

While it may already be too late to avoid extensive defaults, we can still consider what needs to
be done to reduce the risk of default. To avoid defaults and restructurings, Europe needs to
introduce policies that bring market risk premiums on sovereign (and hence bank) debts down.
Investors need to feel confident that, with a 2 to 3 percent risk premium, it is worth the risk to
hold onto several trillion euros worth of troubled nations’ sovereign debts, as well as the much
larger non-sovereign debts.

In a nation with a flexible exchange rate, adjustment is usually achieved with budget cuts and
a sharp devaluation. Since euro area nations have forgone their right to devalue, they need to
regain competitiveness through price and wage cuts, while even more sharply cutting budget
spending. In essence, they need to increase volatility of their wages, prices, and budgets if they
are prepared to forgo similar changes that could be achieved through the exchange rate.

The available evidence from the outcomes of the troika programs in Portugal, Ireland, and
Grecce, as well as the recently announced budget plans in Ttaly and Spain, suggests current
policies will fail at this task. These programs all plan for gradual reductions in budget deficits,
implying continued buildup of total government debts, while partially substituting private debt
for official debt. in Portugal and Ireland the programs rely on external financing until 2013 when
it is anticipated the program countries will reenter markets to finance ongoing budget deficits anc
ever higher debt stocks at modest interest rates. In Italy, optimistic growth assumptions help
bring the budget to balance in 2013, but debt stocks remain far too high. Spain announced it
would miss its 2011 budget deficit target of 6 percent, raising it to 8 percent. In Greece, budget
revenue and GDP growth forecasts are again proving too optimistic.

Any successful program must recognize the fact that appetite for periphery debt amongst
investors will not recover to “pre-crisis” levels, because default risk is now a reality that was not
foreseen prior to 2009 and because debt stocks are now higher in the periphery. For example,
Treland is currently running a budget deficit measured at 12.5 percent of GNP.!" The troika
program calls for that budget deficit to fall to 10.6 percent of GNP in 2012. Ireland’s stock of
official debt will reach 145 percent of GNP in 2013, while it also has contingent Habilities to its
banking sector that amount to over 100 percent of GNP. An investor {ooking at these numbers
must recognize there is serious risk of default. Since market access is highly unlikely, who will
finance Ireland from 2013 onwards?

" Ireland’s GNP is substantially smaller than its GDP. Due to its role as a tax haven, many foreign
companies have set up operations in Ireland, with a controlling shell company located in a tax-free nation,
in order to take advantage of Ireland’s regulations that specify that the controlling owner, rather than the
resident company, is subject to tax. For this reason companies such as Google, Yahoo, Microsoft, Forest
Labs, and many others channel license revenues and royalties through Irish subsidiaries. These royalties
and revenues are in large part excluded from the tax base in Ireland. These companies would move if
Ireland changed rules and made such revenues taxable. Since the relevant concept for fiscal sustainability
is the taxable base, it makes sense that this should be used to measure Ireland’s indicators. No other
nation in Europe has a large difference between GNP and GDP. The IMF regularly reported Irish GNP in
its staff reports but abruptly removed all reference to GNP in the most recent report. This raises concerns
that the IMF is attempting to mask fiscal sustainability problems by not reporting these data.

5
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A successful program must also take steps to quickly improve competitiveness.lz The
only nation that shows moderate improvement in relative unit labor costs is Ireland, but this is
largely a statistical artifact driven by the decline of unproductive industry in the weighting."
Italian Prime Minister Mario Monti’s program includes no general wage cuts.’* In Portugal, the
government abandoned attempts to engineer unit labor cost reductions through “internal
devaluation™ after meeting political opposition. In Ireland, the Croke Park accord prevents the
government from further reducing public-sector wages. 13 Despite nearly two years of troika
programs, Greek unit labor costs have hardly budged.

With sovereign risk premiums rising, and capital flowing out of the periphery from banks
while deficits and competiveness improve little, it is not surprising that peripheral economies are
in trouble. The Purchasing Managers’ Index (PMI) indicates a bleak picture. It is no coincidence
that a new major “downturn” started soon after German politicians made clear they were
planning to let Greece default. It is also clear that the troika programs are failing to restore
growth.

The stark contrast between unemployment in Germany and the periphery reflects the
dynamics of the crisis. The strong core is becoming stronger — German unemployment is lower
than it was in 2008 — while Greece, Ireland, Portugal, and Spain have high unemployment that
continues to rise.'® [taly’s troubles are recent, so with a sharp recession beginning, we anticipate
Italian unemployment will soon rise sharply also.

3. Solutions

Europe may continue to veer towards a major financial collapse. European economies are in
decline due to capital outflows from fear of sovereign and bank defaults. Recessions and
continued budget deficits only raise the risk of default. Macroeconomic adjustment programs are
not strong enough and do not reflect the large measures needed given the fack of exchange rate
devaluation. As the GIIPS decline, there is serious risk that other indebted and heavity banked
nations in the euro area, such as France, Belgium, and Austria, could be pulled into trouble
themselves.

3.1. The Big Bazooka

Some analysts are now calling for a massive ECB-led bailout to arrest sovereign risk and stop
this dangerous trend. The general hope is that, if the ECB offered to massively finance the

"2 Unit labor costs are the best measure of competitiveness in this context. These also include nontraded -
goods and are not a perfect measure of competitiveness, but the general pattern is clear — over the past
decade Germany has really diverged from its European trading partners by becoming more competitive.
" Ireland’s nontraded goods sector is less productive than its traded goods sector (which includes
companies such as Google that choose to report eamings in this low corporate tax environment.) As part
of the Irish recession, the nontraded goods sector has contracted while “exports” from large
multinationals have remained relatively robust.

' See, for example, Alex Roe, “Monti’s Measures for Italy,” ltaly Chronicles, December 5, 2011,
available at http://italychronicles.com.

B See Harry McGee, “Freeze on cuts after Croke Park accord,” Irish Times, July 21, 2011, available at
www.irishtimes.com.

% The latest unemployment numbers are bad, including 22 percent in Spain and 14 percent in Ireland.
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periphery, investors would return to buying those sovereign and bank bonds. Lower interest rates
would give breathing space for sovereigns to correct budget deficits and banks to build capital.

To see how feasible this is, first consider the sums required. Any bailout would need to
unequivocally convince investors that for several years these nations will simply not see serious
financial problems. This means the bailout would need to have enough funds to buy up a large
portion of the existing stock of “risky sovereign debts™ plus finance those nations for, say, five
years. The bailout must buy the debt, rather than simply refinance debt rollovers, since otherwise
secondary market interest rates would stay high. The secondary market rates will determine the
lending capacity of local banks and their creditworthiness.

We have calculated the sums required to purchase 75 percent of the outstanding
government debts of the troubled nations (leaving aside debt owed to official lenders), plus
finance their deficits over five years. In this base case we assume troika programs are
implemented and deficits decline gradually over five years. The total adds to €2.8 trillion, or 29
percent of euro area GDP.

We can then contrast this with altcrnative assumptions.” The most dangerous risk facing
the euro area is if a “bazooka™ is employed and yet the troika programs fail to restore growth and
improve budgets. We assume budget deficits decline only modestly, and we calculate the
financing needed to cover deficits until 2020. Our negative outcome implies nearly €5 trillion
would be needed just for GIIPS, something the IMF implicitly flagged when they reported
recently that Greece alone may need €500 billion (one half trillion) by 2020,

Successful “bazooka™ interventions often occur when the extra financing is no longer
needed, so that the financing acts as a backstop but is hardly used. For example, when Poland
launched its stabilization program in early 1990, the $1 billion stabilization fund was never
spent. The US Troubled Asset Rclief Program (TARP) was quickly repaid by aimost all banks.
This is not possible for the curo area. Some euro area nations have too much debt in the new
regime with default risk. In the early days of such a program we expect large purchases would be
needed. The ECB would have to drive market interest rates down to levels where private
creditors would not be well rewarded to hold the debts. As the ECB purchased the debts, private
creditors would be further subordinated, and this would add to their desire to sell their bonds.

There are many reasons we believe such ECB “bazooka™ programs won’t occur and are
potentially dangerous to euro area survival. First, while using the ECB balance sheet may make
such risks more opaque, any large bailout still poses potential heavy losses for Germany and
other healthy members of the euro area. In the event there is default in the GIIPS, Germany
would be responsible for 43 percent of the capital needs of the ECB. Hence with a bailout fund
of €2.8 trillion, Germany would be assuming €1.2 trillion, or 45 percent of German GDP, in
credit risk. The Bundesbank and other national central banks are likely to refuse.

Second, this measure on its own does not resolve competitiveness problems or large
budget deficits in the periphery. It would undoubtedly cause the euro to fail but the benefits of
euro depreciation are somewhat muted since Germany would remain relatively competitive
compared with the periphery. The periphery will still need aggressive fiscal and wage cuts to
improve their deficits and competitiveness relative to Germany.

"7 For more detail, please see Peter Boone and Simon Johnson, “The European Crisis Deepens”,
referenced in footnote 1 above.
*® This is a stress scenario in the IMF’s debt sustainability analysis for Greece. In our view, this scenario
could reasonably be regarded as something closer to a baseline forecast.
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Third, it would place the unelected ECB governors in a political role they were never
destined to play and were legally forbidden to play according to the Maastricht treaty. The ECB
could quickly become the largest creditor to peripheral nations, and as their financier it would
ultimately need to negotiate budget programs, wage cuts, and structural change. It may choose to
relinquish those powers to the IMF, but it would be the true power behind all these negotiations.

Finally, the bazooka could well incite an eventual crash of the euro area. If the ECB
embarked on a program to backstop troubled nations, observers would quickly recognize that the
potential sums needed to maintain stability could be large. Our bad case scenario implies over
341 percent of the ECB monetary base and 46 percent of euro area GDP might be needed.

For markets, what matters are the perceived future bailout costs. Hence, an
announcement of a “bazooka” will lead to varying reactions in markets as the perceived bailout
needs rise and fall. Investors could become very afraid if peripheral adjustment programs appear
to fail or bailout needs spread to more nations. Such concerns could rapidly cause financial-
market turmoil and euro area collapse (see section 4).

3.2 A More Comprehensive Solution

If the bazooka is unlikely and probably won’t work, while the status quo is failing, what is an
alternative? The focus needs to be on returning the relevant sovereigns to solvency. Once the
sovereigns are solvent, most commercial banks will have breathing space to rebuild capital
through operating profits and retained earnings.

However, there is no easy means to achieve this. In our assessment, the GIIPS will need
to restructure their debts by extending maturities and reducing coupons to levels that they can
afford. There is some scope for official assistance to offset the total costs of such restructuring by
subsidizing debt swaps. However, the Greek example suggests Europe’s politicians have little
appetite to provide more taxpayer funds for this purpose.

While preemptive restructuring seems attractive, the needed extent and scope is unclear.
Carmen Reinhart and Kenneth Rogoff argue that countrics with no lenders of last resort typically
run into problems when debt levels reach 60 percent of GDP. Even if we assume advanced
European economies could manage more debt, it would not be higher than the 90 percent that
Reinhart and Rogoff flag as a threshold for developed markets. Such figures imply that greater
than 50 percent writcdowns of nonofficial debt in Portugal and Ireland may be needed, while
Italian debt writedowns might be close to 50 percent.

If the GIIPS followed preemptive restructurings, Europe’s core banks, insurance
companies, and pensions funds would need substantial recapitalizations, and the costs of this
could draw France and other core nations into debt crises of their own. Hence, any plan to
preemptively restructure debts would need to be applied carefully across Europe.

The second ingredient is a far more aggressive program to reduce budget deficits and
improve competitiveness in the periphery. These nations need to be highly competitive if they
are to generate growth soon given the large risks overhanging their economics. This requires
large wage cuts, public-sector spending cuts, changes in tax policy to attract investment and
business, and stable politics.

If these two steps were implemented, then a bailout program from the ECB would pose
lower risks. The debt restructuring and measures to improve competitiveness would mean far
less funds were needed. The ECB’s role could be to provide confidence that stability would be
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maintained—a sensible central bank role—rather than to refinance large amounts of debt and
deficits.

While these steps would be a major improvement on current programs, they are hardly
likely to be implemented. As discussed in section 2, the troubled nations have declined to
implement large budget and wage cuts. Political conditions have prevented them. Meanwhile,
creditor nations are claiming there will be no more debt restructurings beyond Greece, and at the
same time the creditors are refusing to substantially raise bailout funds needed to prevent high
interest rates and default. Nonc of this leads to a credible path out of crisis.

4. Playing with Fire: Ways the Euro Area Could Come to an End

Policymakers often have trouble grasping the danger that small tail risks pose to leveraged
systems. As we discussed above, a mere 10 percent annual risk of an [talian crisis is already
inconsistent with Italian fong-term solvency. If Italy has a disorderly crisis, how safe are French
banks? And if those banks aren’t safe, how safe is France’s sovereign debt? Low-probability bad
events can very quickly generate a wave of collapse through leveraged systems.

Our concern is that, when comparcd with financial crises elsewhere, the potential triggers
for a euro area collapse are numerous.

4.1 A Unilateral Exit, or the Credible Threat of One

At a midnight press conference on November 2, 2011 in southern France, German Chancellor
Angela Merkel and French President Nicolas Sarkozy for the first time entertained the idea that a
nation could leave the euro area. Merkel and Sarkozy chose to take a hard line with Greek
politicians and their electorate: either complete the existing agreement or leave. The background
to this threat was the tough politics in Greece. After 18 months of large budget cuts and some
structural reforms, Greece’s economy remains in decline. Prime Minister George Papandreou’s
government was weak, and in a last desperate gesture he attempted to force further reforms
through by offering Greek citizens a referendum with an implicit choice of “reform or exit.”

An exit from the euro area can be forced in minutes. The Eurosystem only needs to cut
off a national central bank from the payments system and prevent that nation from printing new
cash euros. Once this is achieved, a bank deposit in Greece would no longer be the same as a
deposit in Germany, because one would not be ablc to get cash for a Greek deposit and one
would not be able to transfer it to a non-Greek bank. Of course, the moment people understand
such a change could be imminent in their nation, they would run to their banks and attempt to
withdraw cash or transfer funds. This is what is now happening in Greece. The country is losing
2.5 percent of GDP monthly in deposits from banks. "’

There would be enormous, painful ramifications for all of Europe if Greece or another
nation made a disorderly exit. Since there is no legal basis for exit, all financial contracts and
indebtedness between Greek and non-Greek entities would have uncertain value as the parties
could dispute whether these are to be paid in drachmas or euros. Trade between the exiting
nation and the rest of the euro area would dry up. The mere fact that a country did exit would
have ramifications for the other troubled nations, most likely inciting further capital flight from

®Deposits have declined by €61 billion, or 24 percent of GDP, since spring 2009. See Bank of Greece,
“Aggregated balance sheets of monetary financial institutions (MFIs),” available at
www.bankofgreece. gr.
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those nations and producing sharp economic downturns. This in turn would question the viability
of Europe’s core banks and some of the core sovereigns. The euro itseif would probably weaken
sharply, and “currency risk”™ would be added into the euro.

4.2 The Weak Periphery Lashes Out against Germany, while Germany Fights Back

The political dynamics of crisis invariably pit creditors against debtors, potentially leading to
flare-ups that cause creditors to give up. In Ireland, against strong popular opposition, the ECB is
forcing Irish citizens to take on further debt in order to bail out creditors of bankrupt banks. In
Greece, Prime Minister Papandreou was essentially ordered to revoke his planned referendum,
while Greece’s opposition leader was ordered to write a letter promising he supported Greece’s
troika program, despite the fact that he clearly did not support it nor did he participate actively in
any negotiations to agree to it. French and German politicians are also playing an instrumental
role in supporting Italy’s new technocratic prime minister, while they eschewed former prime
minister Silvio Berlusconi towards the end of his term. Meanwhile in Germany, “bailout fatigue”
has set in as electorates and politicians turn against more funds to nations that, they perceive, are
failing to reform sufficiently quickly.

While there are many outcomes of such discord, one possibility is that it leads to a messy
grab for power. The troubled nations already have the power to take over decision making at the
ECB. They may well usurp control in order to provide much larger ECB bailouts. This would
raise concerns in financial markets and could fead to rising long-term yields on all euro-
denominated debts. Germany would bc forced to pay more to finance itself, and German savers
would ultimately be paying for the periphery bailouts through inflation and a weak euro. In
Germany this would lead to rising calls to leave the euro area.

Once there is a small risk that Germany could leave, market prices for euro-denominated
assets would again change sharply. New risk premiums would need to be added to national debts
where nations are expected 10 have weak currencies, while Germany and other strong nations
might see their risk premiums fall even further. Such changes would reinforce the recent trends
in which the core nations continue to strengthen relative to the periphery, but those changes
would also be highly destabilizing for financial markets.

4.3 Economics of Austerity May Fail

The third risk for the euro area is that economic, political, and social realities eventually prove
that the system simply cannot work. After all, the euro area is a dream of political leaders that
has been imposed on disparate economies. Few nations sought popular support to create the curo.
The German leadership avoided a referendum, and in France the Maastricht treaty was passed
with a thin majority of 51 percent. Marine Le Pen, who is third in opinion polls for the spring
2012 French presidential election, is calling for France to leave the euro area and reintroduce the
franc. Even though most European leaders are highly committed to maintaining this dream, no
one can be sure what the costs are in order to keep it.

A plausible negative scenario is that thosc costs, in the eyes of the electorate, eventually
appear too high. The evidence to date suggests Europe’s periphery, even in a fairly benign
outcome, will be condemned to many years or even a decade of tough austerity, high
unemployment, and little hope for future growth. A good comparison is the “lost decade™ of the
1980s in Latin America when nations hardly grew due to the large debt overhangs from
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unaffordable debts. However, those nations had the benefit of flexible exchange rates, while
Europe’s periphery faces a more difficult period with uncompetitive economies. Latin America’s
problems ended only when the creditor nations accepted large writedowns and debt restructuring.

Another comparison would be the heavily indebted United Kingdom during the 1920s
when the government managed policies to restore currency convertibility after the war. Britain
suffered with a weak economy for a decade, before ending in the Great Depression, despite a
booming global economy throughout the 1920s. However, this too is not a good comparison
since Britain had far more flexible wages and prices than Europe’s periphery, with nominal
wages falling 28 percent during the 1920-21 recession.

4.4 Markets Lose Patience

Qur final scenario is the most likely. Faced with the reality of failing adjustment programs,
difficult politics, and rising risks that one or more peripheral nations may rebel, or Germany may
rescind its support, investors may simply decide that the cumulative risks mean the euro area has
a moderate risk of failing.

If investors decide there is a low but significant probability that the euro area might fail,
we would encounter another version of Rudi Dornbusch’s astute observation: “The crisis takes a
much longer time coming than you think, and then it happens much faster than you would have
thought.” Here’s why: The failure of the euro area will be a calamitous financial event. As
Dornbusch famously remarked of the Mexican 1994-95 crisis, “It took forever and then it took a
night.”

If one believes the euro might fail, one should avoid being invested in European financial
institutions, and in euro-denominated assets, until the outcome of the new pattern of currencies is
clearer. As a result, a large swathe of euro-denominated assets would quickly fall in value. The
euro itself would cheapen sharply, but so would the value of European bank debt and European
shares, and most sovereigns would see their bonds trade off sharply. This in turn would make it
expensive for even the Germans to raise finance in euros. Despite their impeccable credit record,
they would be attempting to issue bonds in what is perceived as a flawed currency.

A small risk of the euro “breaking up” would have great importance for the euro swap
market. This market is used by Europe’s insurance companies, banks, and pension funds to
hedge their interest rate risk. A swap contract allows, for example, a pension fund to lock in a
long-term interest rate for their investments, in return for promising to pay short-term interest
rates to their contract counterparty. It is an important market that underlies the ability of
insurance companies, pension funds, and others to make long-term commitments to provide
society with annuities, pensions, and savings from insurance policies. The notional value of these
swaps is many times euro area GDP.

The euro swap market could quickly collapse if markets begin to question the survival of
the euro. Euro swap rates are calculated as the average interest rate paid on euro-denominated
interbank loans for 44 of Europe’s banks. Approximately half of these banks are in “troubled
nations.” So the interest rate will reflect both inflation risk and credit risk of the participating
banks. If investors decided that the euro may not exist in several years’ time, swap interest rates
would naturally rise because people would be concerned that banks could fail and that the “euro™
interest rate could turn into something else—for example, the average of a basket of new
currencies with some, such as the Greek drachma, likely to be highly inflationary.

11
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If euro swap interest rates start to reflect bank credit risk and inflation risk from a euro
breakup, then the market would no fonger function. A pension fund could no fonger use it to lock
in an interest rate on German pensions since it would not reflect the new German currency rates.
The holders of these contracts would, effectively, have little idea what they would be in a few
years’ time. Hence, investors would try to unwind their swap contracts, while the turmoil from
dislocations in this massive market would cause disruptive and rapid wealth transfers as some
holders made gains while others fost. If the euro swap market ran into trouble, Europe’s financial
system would undoubtedly face risk of rapid systemic collapse.

This example illustrates why a small perceived risk of a euro area breakup could rapidly
cause systemic financial collapse. The swap market is only one mechanism through which
collapse could cnsue.

On November 23, 2011 Germany was unable to sell as many bonds as it wished.?® The
auction failure caused an immediate steepening in the German sovereign bond yield curve. Some
German officials argued this failure was duc to “volatile markets,” but there is a more
fundamental concern. Germany’s ability to pay low interest rates in euro-denominated assets
requires the curo area be a financially stable region. Today, German yields remain very low and
are not at worrying levels. However, if these rates were to rise due to fears of currency breakup
risk, then the euro area would quickly enter deep crisis as even Germany would have trouble
financing itself.

5. Dreams versus Reality

There is no doubt that European political leaders are highly committed to keeping the euro area
together, and so far, there is widespread support from business leaders and the population to
maintain it. There is also, rightly, great fear that disorderly collapse of the curo area would
impose untold costs on the global economy. All these factors suggest the euro area will hold
together.

However, many financial collapses started this way. A far more dramatic creation and
collapse was the downfall of the ruble zone when the Soviet Union collapsed in 1991.
Argentina’s attempt to peg its currency to the dollar in the 1990s was initially highly successful
but ended when its politicians and society could not make the adjustments needed to hold the
structure together. The Baltic nations—Estonia, Latvia, and Lithuania—have managed to
maintain their pegs but only after dramatic wage adjustments and recessions.

More relevant, the various exchange rate arrangements that Europe created prior to the
euro all failed. With the creation of the euro, Europe’s leaders raised the stakes by ensuring the
costs of a new round of failures would be far greater than those of the past, but otherwise
arguably little has changed to make this attempt more likely to succeed than the previous one.
Small probabilities of very negative events can be destabilizing. A lot of things can go wrong at
the level of individual countries within the euro area—and one country’s debacie can easily spill
over to affect default risk and interest rates in the other 16 countries. The euro swap market is
based, in part, on intcrest rates charged by 44 banks in a range of countries; about half of these
banks may be considered to be located in troubled or potentially troubled countries. If the euro

2 pau} Dobson, “German Auction ‘Disaster’ Stirs Crisis Concern,” Bloomberg News, November 23,
2011, available at www.bloomberg.com.
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swap market comes under pressure or ceases to function, this would have major implications for
the funding of all European sovereigns—including those that are a relatively good credit risk.

At the least, we expect several more sovereign defaults and multiple further crises to
plague Europe in the next several years. There is simply too much debt, and adjustment
programs are too slow to prevent it. But this prediction implies that the long-term social costs,
including unemployment and recessions rather than growth, attributable to this currency union
are serious. Sometimes it is easier to make these adjustments through flexible exchange rates,
and we certainly would have seen more rapid recovery if peripheral nations had the leeway to
use exchange rates.

When we combine multiple years of stagnation with leveraged financial institutions and
nervous financial markets, a rapid shift from low-level crisis to collapse is very plausible.
European leaders could take measures to reduce this risk (through further actions on sovereign
debt restructurings, more aggressive economic adjustment, and increased bailout funds).
However, so far, there is little political will to take these nccessary measures. Europe’s economy
remains, therefore, in a dangerous state.
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Chairman CONRAD. Thank you for, once again, excellent testi-
mony.
Dr. Bergsten, welcome back. Please proceed.

STATEMENT OF C. FRED BERGSTEN, PH.D., DIRECTOR,
PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. BERGSTEN. Thank you, Mr. Chairman, kind remarks on my
stewardship of the Peterson Institute for International Economics,
in fact for 30 years, but I am not leaving. I am stepping down as
director. I will stay on as a senior fellow, and I hope to continue
to participate in activities like this. One of the great privileges I
have had over that period has been to work many times with you,
this Committee, and I thank you for the opportunity to do so again.

I share the view that Simon, you, and Senator Johnson have ex-
pressed, that Europe is in deep economic difficulty. There is no
doubt it is headed for a prolong recession. Europeans have failed
to get ahead of the crisis and restore market confidence.

However—and here is what passes for optimism these days—I
take the view that none of the apocalyptic forecasts will, in fact,
be realized. I disagree with Simon that the eurozone has failed. I
do not think there will be serial defaults. I certainly do not think
the euro will break up. Greece might drop out or be kicked out, but
I do not think there will be any widespread defections from the
eurozone. In fact, as I will indicate, Europe is going to come out
of the crisis stronger and over time will restore its position as a key
pole of the world economy.

I say that for three reasons. I have watched the evolution of the
whole European integration project for the last 50 years. Everyone
has faced a series of crises, frequently existential, that have threat-
ened the continued existence of Europe. It has overcome every one
and, indeed, come out of them stronger and moved forward.

Secondly,every time the current crisis reached a pivot point,
where there was much commentary that Europeans it is going to
collapse if it did not shape up, every time that has happened, they
have done enough to avoid the apocalypse. They have kept going
forward. They have built new institutions. They have built a fire-
wall. They have avoided financial disaster. And I think that will
continue, for a very simple reason. The overwhelming imperative
in all European countries is to hold the European Union together,
and that now means holding the eurozone together. That has be-
come for all practical purposes the definition of Europe. They know
that the future of Europe is wrapped up in sustaining the euro,
and I am confident they will do it. And there are two simple rea-
sons for that. One is the ghastly history of Europe. Remember why
they created the European Union in the first place: to overcome the
previous millennium of slaughter within Europe, most dramatically
the first half of the last century. I happened to visit the Holocaust
Museum again. If you have done that recently, it gives you plenty
of memory of why the Europeans have pulled together to avoid let-
ting Europe again explode into the kind of holocaust and disaster
that they experienced. So they are going to hold Europe together.

But in addition to that, they have an overwhelming economic in-
terest. Germany, which is the pivotal country, has a nirvana eco-
nomic situation in Europe in the euro. Germany is the world’s larg-
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est trade surplus country, and it bases its whole economy on an ex-
port-led growth model.

In the old days, when they had their own deutsche mark, it
would rise sharply in value when those surpluses rose, choke off a
lot of their competitiveness, and frustrate the Germans. I always
used to debate this actively with Helmut Schmidt when he was
chancellor. Now the Germans have the world’s largest trade sur-
plus and a weak currency, which for them is the perfect outcome.
And every German knows it, and they are going to continue it, and
virtually any price would be worth paying for them to keep that
situation together. If you went to a new deutsche mark, it would
explode upward in value, and the whole German economic
progress, which has been so impressive in these last few years,
would collapse.

So the bottom line is both Germany and Europe as a whole have
huge, huge interest in holding the eurozone together. And so my
conclusion—and it is, I think, supported by the evolution of the
current crisis—is that Germany will pay whatever is necessary to
keep the eurozone together. The European Central Bank will put
in whatever amount of resources is necessary and will play lender
of last resort even though they cannot say it.

Now, there is one problem with this scenario. Neither the Ger-
mans nor the European Central Bank nor the Europeans more
broadly can say that they are going to do what I am confident they
will do. Why not? First, it would be the epitome of moral hazard
if the Germans pronounced that they were going to rescue every-
body no matter what the cost. That would take the pressure off.
Mario Monti is coming and speaking at our institute a week from
Friday. He is going to lay out the Italian adjustment program.
Mario Monti wants to keep the pressure on his country so that the
domestic politics will support the reform program that they all
know they need. So the Germans and the ECB cannot say they will
provide all the resources, even though I am confident they will.

Secondly, there is the usual juggling among the creditors. There
are four groups of creditors: Germany and the other successful
Northern Europeans; the European Central Bank; the private
banks, who are now negotiating the haircut in Greece; and the
International Monetary fund. They are all trying to fob off shares
of the rescue packages to the others and preserve their own negoti-
ating position to do so; therefore, none of them wants to say he or
she will take care of the whole problem even though, in fact, they
will.

So the result is a situation very unsatisfactory for the markets.
The markets want to hear assurances and firm words of rescue.
Those cannot be given even though I am confident that those res-
cues will take place. And, therefore, the market situation is likely
to remain unsettled and volatile even though I am confident that
the outcome will be successful in the sense of successful financial
engineering to avoid financial breakdown. But that is not getting
to the recession and the underlying economic problem, which is
still there.

I want to draw just two or three major conclusions for the United
States, and then I am happy to answer more questions on the Eu-
ropean situation per se.
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First, as you said, Mr. Chairman, the United States has a huge
interest in this situation being resolved successfully, so we have to
do whatever we can to support a successful resolution of the Euro-
pean problem. I agree with my friend Simon that the Europeans
themselves should provide the bulk of the resources to do that, and
they have certainly got the wherewithal. But I disagree with him
that the International Monetary Fund should not be available, if
necessary—we do not know yet—to lend more to help resolve the
problem. The IMF did pick up one-third of the original support
packages for Greece, Portugal, and Ireland. I think that was very
helpful, not so much in terms of the resources but bringing the
IMF conditionality into play and helping promote the necessary ad-
justment in the debtor countries.

And, incidentally, when I say necessary adjustment, I do not
mean just fiscal austerity, which has to be part of it, but structural
reforms which are necessary to restore growth. What Italy, Greece,
and all the debtor countries need in order to restore growth, which
we all would say is the priority objective, is structural reform of
their labor markets, their uncompetitive private sectors, their own
financial systems. All those structural reforms are needed, and the
IMF is very helpful in promoting that given its experience and also
the resources it can bring to bear.

So I believe the U.S. should support, if it turns out to be nec-
essary, additional IMF financial contributions to the European
problem on a minority basis, maybe the one-third that was done in
the previous cases, maybe less, but certainly it could be significant.
And I, therefore, think the United States should support the cur-
rent efforts of the IMF to create a new fund, $500 to $600 billion,
which in conjunction with the funds the Europeans are raising
would take the firewall to beyond $1 trillion, which should convince
the markets that there will be enough there to avoid any signifi-
cant financial disruption, even from Italy or Spain. So I think the
U.S. should support that.

However, I do not think the United States itself should con-
tribute. The funding the IMF needs should be borrowed from the
big surplus and creditor countries—China, Japan, Korea, Singa-
pore, Hong Kong, Brazil, Russia, Mexico. Many of those countries
have already said they will lend. They should, in fact, be tapped.
They have big surplus, big foreign exchange reserves, so we should
support the effort, but we should not put in our money.

A final point. The U.S. really does need to take this as a wakeup
call itself, and you suggested that, Mr. Chairman. If you take those
CBO realistic projections—and I would say even add a little more
dose of realism—you have U.S. budget deficits exceeding $1 trillion
a year, more than 5 percent of GDP for the decade to come, and
then it gets worse because of aging. So if you project the numbers,
our debt and deficit numbers within 10 years look like Greece’s did
as it entered into its crisis.

Now, the European crisis has shielded us from our own follies be-
cause Europe’s weakness meant that foreign capital, global capital,
moved into the dollar, pushed our interest rates lower despite our
inability so far to put our own house in order. But remember that
only 3 or 4 years ago Greek interest rates were at the same level
as German interest rates because the omnipotent markets that we
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like to extol the virtue of got it totally wrong. The markets thought
that Greek debt was as good as German debt because Greece was
part of a eurozone led by Germany. And then all of a sudden they
realized that was wrong, and Greek interest rates went to triple
the level of Germany’s.

The United States is very happy at the moment to have very low
interest rates, in large part because Europe and Japan are so
weak, and so the other financial markets do not attract the capital.
But that worm could turn very fast, very viciously, and if the Euro-
pean crisis teaches us anything, it is that we have to learn from
that example and not simply delight in the fact that we have some
more time but, rather, use that time.

This Committee has played a major leadership role in trying to
deal with that. With your lead, Mr. Chairman, I urge and implore
you to take the time that is now available to do that. If not, we,
too, 2 or 3 years from now, certainly within the next 5 to 10 years,
could go the way of some of the Europeans whose travails we now
bewail.

[The prepared statement of Mr. Bergsten follows:]
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SUMMARY

Doom and gloom about the euro abounds. An increasing number of commentators and
economists have begun to question whether the common currency can survive.

The economic and financial problems in the euro area are clearly serious and plentiful.
The area is in the midst of multiple, frequently overlapping, and mutually reinforcing crises. A
fiscal crisis is centered on Greece but visiblc across the southern euro area and Ireland. A
competitiveness crisis is manifest in large and persistent current account deficits in the euro
area periphery and even larger current account imbalances. A banking crisis was first evident
in Ireland but has now spread throughout the area via accelerating concerns over sovereign
solvencies.

I believe that these fears are vastly overblown. The European crisis is political, and
even largely presentational, which is key to understanding how the crisis has developed and
how it will be resolved.

The lack of confidence in the euro is first and foremost rooted in a crisis of fundamental
institutional design. The Economic and Monetary Union (EMU) adopted in the 1990s
comprised an extensive (though still incomplete) monetary union, with the curo and the
European Central Bank (ECB). But it included virtually no economic union: no fiscal union, no
economic governance institutions, and no meaningful coordination of structural economic
policies.

It was assumed by the architects that economic union would inexorably follow
monetary union. However, there was no pressure to create an economic union during the
expansion period prior to the Great Recession. When the crisis hit, the contradiction triggered
severe market reactions that continue to this day.

There are only two alternatives. Europe can jettison the monetary union. Or it can adopt
a complementary economic union. For all the turmoil, I believe that Europe is well on its way

' The statement draws heavily on C. Fred Bergsten and Jacob F. Kirkegaard, 2012, The Coming Resolution of the
European Crisis, PIIE Policy Bricf 12-1, Washington: Peterson Institute for Internationat Economics. Available at
http://piie.com/publications/pb/pb12-1 pdf
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to completing the original concept of a comprehensive economic and monetary union and that
Europe will indeed emerge from the crisis much stronger as a resulf.

The key to understanding the evolution of the euro crisis is to observe and analyze what
the Europeans do rather than what they sav. They have resolved all of the many crises that
have threatened the European integration project, throughout its history of more than half a
century, in ways that strengthened the institution and moved the project forward. At each key
stage of the current crisis, they have in fact done whatever is necessary to avoid collapse. [
have complete confidence that, in the crunch, both Germany and the ECB will pay whatever is
necessary to avert disaster. The politics of each, as described below, assure this result.

The problem for the markets is that these central players cannot say that this is what they
will do. There are two reasons. First, a commitment to bailouts without limit would represent the
ultimate in moral hazard. It would relieve the debtor countries of the pressure necessary to
compel them to take tough political decisions and maintain effective adjustment policies.
Second, each of the four main classes of creditors—Germany and the other northern European
governments, the ECB, private sector lenders, and the International Monetary Fund (as a conduit
for non-EU governments like China)—will naturally try to transfer as many of the financial
losses on Greek government bonds or European banks as possible onto the other three, limiting
their own costs and risks in the process.

Every policymaker in Europe knows that the collapse of the euro would be a politieal
and economie disaster for all and thus totally unacceptable. Fortunately, Europe is an affluent
region with ample resources to solve its crisis—it is a matter of mobilizing the political will to
pay rather than the economic ability to pay. Europe’s key political actors in Berlin, Frankfurt,
Paris, Rome, Athens, and elsewhere will thus quite rationally exhaust all alternative options in
searching for the best possible deal but at the last minute come to an agreement.

This is a messy and indeed cacophonous process that is understandably unsettling to
markets and inherently produces enormous instability. Miscalculation, and thus disaster, is
always possible under such a scenario. But the process in fact relies on financial market
volatility to incentivize solutions that will uitimately resolve the crisis. Europe’s overriding
political imperative to preserve the integration project will surely drive its leaders to ultimately
secure the euro and restore the economic health of the continent.

THE EUROPEAN INTERGRATION PROJECT

The entire European project was of course driven by the existential geopolitical goal of
halting the intra-European carnage that had persisted for at least a millennium and reached its
murderous zenith in the first half of the 20th century. The postwar European {eadership, driven
primarily by Germany and France, chose the policy instrument of economic integration “to
make future wars impossible.” The project has experienced repeated severe crises over its
initial half century but each was overcome, indeed giving way to renewed forward momentum
for Europe as a whole, The overriding security imperative drove successive generations of
political leaders to subordinate their national sovereign interests to the greater good of
maintaining, and in fact extending, the European project.

Germany also has an overwhelming economic interest in the survival, and indeed
strengthening. of the Eurozone. Its entire economic model is based on export-led growth and
world-class international competitiveness. Before the euro, however, its large trade surpluses
would often lead to sharp appreciation in the exchange rate of its national currency, the
Deutsche Mark, that would to an important degree dampen its competitiveness and thus its
growth.




104

Now, however, Germany enjoys the best of all worlds: the largest trade surplus of any
country {even China) and a weak currency, as the euro reflects the much weaker economies of
the periphery (and even France) as well as muscular Germany. Every German realizes that this
unusual juxtaposition explains much of his country’s ability to prosper through the Great
Recession, and the current European phase thereof, that has severely retarded growth and job
creation in almost every other country in Europe. They thus realize that it is imperative, in
purely economic and financial terms of the national interest, to pay any conceivable price to
hold the euro together.

The concept of a common currency was always an element in the region’s vision of the
uitimate goals of the integration project. Concrete thinking about an economic and monetary
union in Europe goes back to 1970, when the Werner Report” laid out a detailed three-stage
plan for the establishment of EMU by 1980. Members of the European Community would
gradually increase coordination of economic and fiscal policies while reducing exchange-rate
fluctuations and finally fixing their currencies irrevocably. The collapse of the Bretton Woods
system and the first oil crisis in the early 1970s, however, caused the Werner Report proposals
to be set asidc for a time.

By the mid-1980s, following the creation of the European Monetary System in 1979
and the initiation of Europe’s internal market, European policymakers again took up the idea of
an economic and monetary union. The Delors Report® from 1989 cnvisioned the achievement
of EMU by 1999, moving gradually (in three stages) towards closer economic coordination
among the EU members with binding constraints on member states’ national budgets and a
single currency managed by an independent European Central Bank (ECB).

Optimal Currency Area (OCA) theory* prescribes the characteristics required for a
geographic area to obtain maximum economic benefits from adopting the same currency. It can
offer guidance to economically rational leaders about whether it makes sense for their country
to join a common currency. But it was not a carefully considered and detailed economic
analysis that ultimately led to the creation of the euro. It was geopolitics and the completely
unforeseen shock of German reunification in October 1990 that provided the political impetus
for the creation of the Maastricht Trcaty,5 which in 1992 laid the legal foundation and detailed
design for today’s euro area.

With the historical parity in Europe between (West) Germany and France no longer a
political and economic reality, after German reunification, French president Francois
Mitterrand and German Chancellor Helmut Koh! intensified the EMU process as a political
project to complete the integration of the French, German, and other European economies in an
economic and monetary union that would accomplish full and irrevocable European unity.

This political imperative for launching the euro by 1999 trequently required that
politically nccessary compromises, rather than theoretically unambiguous rules, make up the
institutional framework for the euro. OCA theory, and the earlier Werner and Delors reports
discussing the design of EMU, had been explicit about the requirement to complement a
European monetary union with a European economie union complete with binding constraints
on member states’ behavior. Political realities in Europe, however, made this goal unattainable
within the time frame dictated by political leaders following German reunification.

. Available at http://aei.pitt.edu/1002/1/monetary_werner_final.pd
. Available at http://aei pitt.edu/1007/1/monetary_delors.pdf.
. See Mundell, R. A. 1961. A Theory of Optimum Currency Areas. American Economic Review 51 no. 4: 657-665.

2
3
4
*. Available at hitp://www.eurotreaties.com/maastrichtec.pdf.
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The divergence in the economic starting points among the politically prerequisite
“founding members” of the euro area made the imposition of firm fiscal criteria for
membership in the euro area politically infeasible. The Maastricht Treaty in principle included
at least two hard convergence criteria for euro area membership—a 3 percent limit on general
government annual deficits and 60 percent limit on general government gross debt limit.®
However, in reality, these threshold values were anything but fixed as the Maastricht Treaty
Article 104c stated that countries could exceed the 3 percent deficit target if “the ratio has
declined substantially and continuously and reached a level that comes close to the reference
value™ or “excess over the reference value is only exceptional and temporary and the ratio
remains close to the reference value.” Euro area countries could similarly exceed the 60
percent gross debt target provided that “the ratio is sufficiently diminishing and approaching
the reference value at a satisfactory pace.”

In other words, it was a wholly political decision whether a country could become a
member of the euro area or not. Membership was not objectively determined by the
fundamental economic strengths and reform record of the country in question. And it was
politically inconceivable to launch the euro without Italy, the third largest economy in
continental Europe, or Belgium, home of the European capital Brussels. Hence both countries
became members despite having gross debt levels of almost twice the Maastricht Treaty
reference value of 60 percent in 1997-98.

As a result, Europe’s monetary union was launched in 1999 with a set of countries that
were far more diverse in their cconomic fundamentals, and far less economically integrated, than
had been envisioned in the earlier Werner and Delors reports or would be dictated by OCA
theories. Moreover, shortly after the launch of the euro, European political leaders further
undermined the credibility of the rules-based framework for the coordination of national fiscal
policies in the euro area. Building on the euro area convergence criteria, the Stability and
Growth Pact (SGP) was intended to safeguard sound pubtlic finances, prevent individual euro
area members from running unsustainable fiseal policies. and thus guard against moral hazard
by enforcing budget discipline. However, faced with breaching the 3 percent deficit limit in
2002--04, France and Germany pushed through a watering down of the SGP rules in March
20057 that, as in the Maastricht Treaty, introduced sufficient flexibility into the interpretation
of SGP that its enforcement became wholly political and with only limited reference to
objective economic criteria and data.

In sum, the euro area by 2005 was, as a result of numerous shortcuts taken to achieve

and sustain a political goal, a common currency area consisting of a very dissimilar set of
countries without a central fiseal authority, without any credible enforcement of budget

discipline, and without any real deepening of economic convergence.

Initially, however, none of these fundamental design flaws mattered. The financing
costs in private financial markets of all euro area members quickly fell towards the
traditionally low interest rates of Germany,

°. The actual numerical reference values to article 104c of the Maastricht Treaty are in a protocol on the Excessive
Deficit Procedure to the treaty. Available at http://eurotreaties.com/maatrichtprotocols.pdf. The Maastricht
Convergence Criteria for euro area membership eligibility included three other metrics: inflation (within 1.5 percent
of the three EU countries with the lowest inflation rate), long-term interest rates (within 2 percent of the three lowest
interest rates in the European Union), and exchange-rate fluctuations (participation for two years in the ERM {1
narrow band of exchange-rate fluctuations).

7. See EU Council Conclusions March 23, 2005, available at
http://www.consilium.europa.ev/uedocs/cms_data/docs/pressdata/en/ec/84335.pdf.
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It is beyond the scope of this policy briet to interpret the causes of this colossal and
sustained mispricing of credit risk in the euro area sovereign debt markets by private investors
in the first years after the introduction of the euro. But the financial effects were obvious: Euro
area governments and private investors were able to finance themselves at historically low
(often significantly negative real) interest rates scemingly irrespective of their economic
fundamentals.

Valéry Giscard d’Estaing, when he was finance minister of France, criticized the
“exorbitant privilege” enjoyed by the United States as the issuer of the world’s reserve currency,
enabling it to pay for imports (and foreign investments) in its own currency and making it
seemingly oblivious to balance of payment constraints. With sudden access to “German interest
rates,” many new euro area members suddenly enjoyed their own supercharged “exorbitant
privilege.” Large public and private debt overhangs were correspondingly built up in the euro
area in the first years of the new currency and in the run-up to the global financial crisis in 2008.

European policymakers’ initial denial and self-congratuiations, coupled with financial
markets’ failure to properly assess the riskiness of different euro area countries and tendency to
ignore the common currency’s design flaws, thus conspired to ensure that the euro area, when
it was finally struck by its first serious financial crisis in 200809, was hit by a double

whammy of huge pre-crisis public and private debt overhangs and a faulty institutional design

that prevented an expeditious solution that would be credible to those same markets.

THE POLITICAL BATTLE TO SAVE THE EURO

During its first decade, the euro area institutional framework was that of a “fair weathcr
currency.” The area entered the Great Recession woefully under-institutionalized as a common
currency flying on just one engine—the ECB—but without the unified fiscal entity tbat
traditionally plays a critical role in combating large financial crises. The euro area leaders have
had to build their crisis-fighting capacity and bailout institutions (the European Financial
Stability Facility/European Stability Mechanism (EFSF/ESM)) from scratch, and in the midst
of crisis, to prevent their immediate financial predicament from getting out of control while
simuftaneously reforming the flawed foundational institutions of the area. Achieving the dual
policy goals of solving a current crisis while trying also to prevent the next one—and using the
same policy tools to do both—is rarely easy. )

This marks a crucial differcnce from the United States. Once the Troubled Asset Relief
Program (TARP) was finally passed, close collaboration between the multiple existing
institutions in the United States (Treasury, Federal Reserve, Federal Deposit Insurance
Corporation) ultimately restored market confidence and stabilized the situation in March 2009,
In the United States in 2008 — 09, the economic crisis compelled the Fed to immediately apply
the so-called Powell Doctrine—overwhelming firepower—to restore shaken market confidence
and give the federal government time to formulate a longer-term response in fits and starts
through the TARP. This is a fairly well established crisis response function. The central bank
comes out with monetary guns blazing and then sits back and prays that the politicians do the
right thing. (Congress did of course pass TARP after initially rejecting it but has not yet chosen
to institute a sustainable fiscal response for the United States.)

The ECB, as the only euro area institution capable of affecting financial markets in real
time, is a uniquely powerful central bank. Its institutional independence is enshrined in the EU
treaty and it is not answerable to any individual government. This has enabled it to function as
a fully independent political actor, interacting with elected officials during the crisis in a
manner inconceivable among its peers. Quite unlike normal central banks, which always have
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to worry about losing their institutional independence, in this crisis the ECB has been able to
issue direct political demands to euro area leaders—as with the reform ultimatum conveyed to
Silvio Berlusconi last August—and demand that they take action accordingly.

On the other hand, the ECB has not had the luxury of adopting the straightforward
crisis tactics of the Federal Reserve and the US government within a fixed set of national
institutions. The ECB cannot perform a “bridge function” until the proper authorities take over
because no euro area fiscal entity exists. Moreover, to commit {o a major “bridging monetary
stimulus,” as some have called for, would undermine chances of a permanent political
resolution to the euro area’s underlying under-institutionalization problem. Were the ECB to
cap governments’ financing costs at no more than 5 percent, for instance, euro area politicians
would probably never make the painful but essential decisions.

Saddled with administering a common currency, and endowed with governing
institutions flawed by early political compromises, it is hardly surprising that the ECB’s
dominant concern as it manages this crisis has been to prevent “political moral hazard” and not
let euro area leaders off the hook. Precisely because Silvio Berlusconi would still be prime
minister of [taly if the ECB had purchased unlimited amounts of [talian government bonds at
an earlier time, the central bank is highly unlikely to provide the necessary assistance to euro
arca elected leaders to end the crisis—including the Italian successors of Silvio Berlusconi—
uniess and until they offer and implement a suitable quid pro quo.

It is imperative to understand that it is not the primary purpose of the ECB. asa
political actor, to end market anxieties and thus the euro_area crisis as soon as possible, It is
instead focused on achieving its priority goals of getting government leaders to fundamentally
reform the euro area institutions and structurally overhaul many euro area
economies. Frankfurt cannot directly compel democratically elected European leaders to
comply with its wishes but it can refuse to implement a “crisis bazooka™ and thereby permit
the euro area crisis to continuc to put pressure on them to act. A famous American politician
has said that “no crisis should be wasted”” and the ECB is implementing such a strategy
resolutely.

So far the ECB has been reasonably effective in this strategic bargaining with euro area
governments. It has also consistently been willing to reverse itself when circumstances
demanded. The initial Greck crisis in May 2010 led to the first “grand bargain™ between the
ECB (which agreed to set up the bond purchasing Securities Market Program) and curo area
governments. Their agreement produced strong commitments for structural reforms in Spain
and elsewhere. It also produced €440 billion in resources for the newly created EFSF, which
proved to be an effective euro area fiscal agent when the problem was Greece, Ireland, and
Portugal. Again, one must watch what they do rather than solely what they say.

The EFSF is inadequate when the problem becomes Italy and Spain, however. The ECB
and euro area governments have therefore for some time been engaged in a new round of
strategic bargaining to put together a sufficiently large financial rescuc package, secure
structural reform of the two big debtors (especially Italy) and, perhaps most importantly, to
complete the euro area institutional house. The EU Summit on December 9, 2011 represented
the latest round in this game of political poker.

THE DECEMBER 2011 SUMMIT

The real economy in the euro area has gradually deteriorated as regional policymakers

dithered in their management of the complex crisis. This rising “cconomic collateral damage™

has increased the pressure to act and led many to speculate that the euro is facing collapse.




108

This is nonsense. It is abundantly evident that all the key political decision makers in
Europe—the ECB, the German government, the French government, Italy, and even Greece—
arc keenly aware of the catastrophic costs of such an outcome. Greek politicians know that,
without the euro and outside the European Union, their country would collapse into a
politically vulnerable economic wasteland and/or experience a military coup (the collapse
would be far worse than the economic crisis seen since 2009). Angela Merkel knows that, were
the euro to collapse, Germany’s banks would collapse too under the weight of their losses on
loans to the euro-area periphery; the new Deutsche mark would skyrocket, undermining the
entire German export economy; and Germany would once again be blamed for destroying
Europe. The ECB of course would not want to put itself out of business.

Those political games of chicken are repeatedly being played by all actors to try to
extract the best possible deal for themselves. In the end, all will compromise. It is not a
coincidence that Greek political leaders, once threatened with expulsion from the euro by
Angela Merkel and Nicolas Sarkozy at the G-20 meeting in Cannes, formed the previously
elusive national unity government in onc week. Italy moved in the same manner within days of
its diktat from the ECB. Once Germany and the ECB feel they have gotten the best possible
deal, or have run out of alternatives, they will pay whatever it takes to hold the euro together,
Neither can afford not to. But neither can say so in advance or, at the other extreme, risk seeing
their biuff called.

Seen through these lenses, the EU Summit on December 9, 2011 developed in an
understandable and promising manner. Two issues were central.

First, after 18 months of accelerating economic crisis, EU leaders finally began detailed
political discussions about how to reform the flawed euro area institutions. At German (and
implicitly ECB) insistence, the talks focused on a new “fiscal compact” aimed at finally
producing for the euro area a set of binding budget rules that will constrain member states’
policy in the future. Due to the reluctance of the United Kingdom to accept a revision of the
existing EU treaty, a new intergovernmental “coalition of the willing” compact may have to be
negotiated among a sub-group of the 27 members of the European Union. Substantial legal and
institutional uncertainty and “implementation risk” consequently surround these preliminary
political decisions and the crucial legal details remain unfinalized. Yet the fact that 26 (or even
23) European heads of state and government declared their political intention to enter into a
new fiscal compact, which will severely constrain their future fiscal sovereignty, is testament
to the unflinching will to do whatever it takes to save the euro.

Many were disappointed by this narrow agenda and the lack of discussion of a larger
centralized EU budget, like in the United States, or the immediate creation of joint eurobonds.
However, it must be recalled that, as discussed earlier, Europe does not have the democratic
legitimacy to collect taxes for a centralized budget at this point. Similarly, Europe lacks the
compelling “endured in a common cause” (i.c., the Revolutionary War) political narrative that
enabled Alexander Hamilton to pool together the debts of individual US states into common
Treasury bills and bonds. Italy’s debts have been run up to benefit Italians and other European
taxpayers will surely revolt if suddenly compelled to pay part of them.

The reality in the euro area is that, for the foreseeable future and unlike in the United
States, the overwhelming majority of government taxation and spending will continue to reside
at the member state level for reasons of political legitimacy. Only a minor part wili be pooled
at the supra-national level. Restricting this spending via a new fiscal compact is consequently
the only pragmatic route for now, leaving other aspects of euro area fiscal integration to the
future. :
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Second, EU leaders tried to thrash out a sufficiently large financial firewall to restore
confidence in the solvency of Italy and Spain. This issue was addressed in several ways. For
one, euro area leaders reversed their initial intent to inscrt Private Sector Involvement (PSI)
clauses into the new permanent ESM treaty. This should make it clear that private sovereign
bond market investors face the same legal environment in the euro area as elsewhere, making
the case for “Greece being a unique case” legally and politically more credible. This should
ultimately help restore fleeting investor confidence in euro area sovereign bonds. In the grand
game of distributing the costs of the euro area bailouts, private investors will not be asked to
take haircuts other than in Greece in the hope they will then lend new money to the other
debtor countries as the latter undertake the needed adjustments.

THE ROLE OF THE INTERNATIONAL MONETARY FUND

EU leaders further continued their sparring about the ultimate distribution of the costs
of extending the euro area financial rescue by pledging €200 billion (€150 billion from the
euro area) in new general resources to the International Monetary Fund (IMF). This would
come in the form of loans from EU central banks® with the political understanding that the
resources would be utilized predominantly to stabilize Italy and Spain. This attempt to involve
the IMF directly in the rescue of the two larger euro area economices is in many ways
reminiscent of the two-thirds/one-third financing split between the euro area and the rest of the
world (as shareholders of the IMF®) for the existing IMF programs for Greece, Ireland, and
Portugal.

However, given the better economic fundamentals in Italy and Spain and the
prohibitively high costs of extending to them the type of traditional IMF programs granted to
the three smaller euro area economies, a less politically intrusive and less expensive vehicle for
IMF involvement may be found. This will still presumably entail special IMF borrowing from
surplus and creditor countries around the world. A number have already said they will
participate in such an initiative: Brazil, new G-20 chair Mexico, Russia, and a number of non-
euro Europeans, China and other large Asian holders of foreign exchange have been more coy.
They have also clearly indicated a desire to diversify their huge reserves away from dollars,
however, so new claims on the IMF would presumably look quite attractive to them from a
purely financial management point of view.

Total IMF borrowing, and the creation of a “firewall” to insure against defauit by major
euro arca countries, should and probably will exceed €1 trillion. Taken in combination with the
€500 billion in the EFSF/ESM, the €700 billion or more from the ECB from its previous
programs (€211 billion in sovereign bond purchases through the Securities Markets
Programme (SMP), €489 billion in three-year Ioansm), and its essentially unlimited liguidity
provisions to the euro arca banking system, this amount should convince even the most
skeptical market participants that the “firewall” is adequate even for {taly and Spain.

In now turning to the IMF, the euro area leaders acknowledge that their previous “euro
arca governments only” EFSF bailout vehicle will not be an efficient mechanism through

¥ Note that this means that any foans made to the IMF by curo area central banks will expand the consolidated
European System of Central Banks’ (ESCB) balance sheet, even if the loans are not disbursed by the ECB itself.

? The two-thirds/one-third breakdown is not entirely accurate, as the euro arca members are sizable shareholders of
the IMF themselves and hence in total contribute more than two-thirds of the total financing of these programs,

" One might arguably also add the two ECB-covered bond purchase programs (~€62 billion) with unlimited
liquidity of less than a three-year duration to these central bank support measurcs.
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which to provide assistance to Italy and Spain. While this may seem like a political setback,
going through the IMF rather than the (leveraged) EFSF in fact provides the euro area with
significant credit enhancement because it makes it much more likely that other IMF member
governments, e.g.. China and other surplus countries, will choose to contribute.

In that way the IMF will quite likely serve as a far better leverage mechanism for the
euro area’s own resources (€150 billion) than had this money instead simply been added to the
EFSF itself.'’ Euro area governments will have successfully shifted part of the costs of any
future financial rescues onto the rest of the world. The rest of the world will of course extract a
suitable price from the euro area for this service in the form of European political concessions
in other policy areas. This could, for instance, be a good time to demand that the euro area
consolidate its representation on the IMF board to a single seat (from its current eight) and
accelerate the transfer of its quota shares to the financially contributing emerging markets.

MOVING TOWARD FISCAL UNION

Recent ECB policies have similarly tried to shift the bailout cost to other entities. In his
December 1, 2011 testimony before the EU Parliament Mario Draghi famously stated “We
might be asked whether a new fiscal compact would be enough to stabilize markets and how a
credible longer term vision can be helpful in the short term. Our answer is that it is definitely
the most important element to start restoring credibility. Other elements might follow, but the
sequencing matters.”'? This was immediately taken by markets to mean that, provided EU
leaders agree on a new “fiscal compact,” the ECB would be willing to step up its sovereign
bond market interventions and largely pick up the tab for bailing out Italy and Spain.

Unsurprisingly, euro area bond markets rallied strongly in the expectation of an official
sector bailout from the ECB until the next Mario Draghi press conference on December §,
2011, when he walked back his earlier comments by stating in response to a question that:
“Tbe purpose of the SMP is to reactivate the transmission channels of monetary policy. As ]
said in the statement to the European Parliament, the SMP is neither eternal nor infinite. We
must keep this in mind and we do not want to circumvent Article 123 of the treaty, which
prohibits the monetary financing of governments... the need to respect the spirit of the treaty
should always be present in our minds.”" Hence the ECB would not be willing to proactively
bail out private investors in the Italian and Spanish debt markets. Those markets fell
dramatically on the very day of the EU Summit.

The ECB signal thus scnt to EU leaders ahead of their summit seemed unambiguous: It
is up to the fiscal authorities, not the monetary authorities, to pay to restore market confidence
in the Italian and Spanish bond markets. By turning to the IMF at their summit, euro area
leaders indicated that they had clearly gotten the message.

The ECB refused to intervene directly and more forcefully in the euro area sovereign
bond markets on December 8, 2011. But the central bank did effectively bail out the entire EU
banking system, and with it many of the private sovereign bond creditors, through a series of
additional enhanced credit support measures to support bank lending and liquidity in the guro
area. These included unlimited liguidity provisions for three years, compared to a previous

"' Routing euro area central bank loans through the IMF general resources also provides governments a better “legal
fig-leaf” against political charges of “monetary financing” {voiced by, for instance, the German Bundesbank) than if
such loans had been used to leverage the EFSF directly.

"2 Available at http://www.ecb.int/ press/key/date/201 1/html/sp111201.en htmi.

"*_ Available at http://www.ecb.int/ press/pressconf/201 1/html/is111208.en.html.
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maximum of one year, expanded ECB collateral eligibility to include bank loans, and cutting
the reserve ratio in half to 1 pcrcent.l4

These forceful ECB liquidity measures were clearly warranted given the stress in the
inter-bank credit markets in the euro area. However, they also provide a potential back door for
euro area banks to use some of the funding available from the ECB to purchase additional euro
area sovereign bonds and thereby stabilize markets. In this way, assuming that euro area banks
can be morally swayed to make such purchases, the ECB would indirectly provide the
financing for private banks to support the euro area sovereigns. This would constitute a below-
the-radar bailout of governments by the ECB through the private banking system with the
political benefits to the central bank that it does not violate the EU treaty ban on monetary
financing.

In summary, the December 9, 2011 EU Summit shows how the key actors in the euro
area crisis are still positioning themselves to force others to pick up as much of the costs of the
euro area crisis as possible. In the meantime, the crisis continues and may superficially appear
to be insoluble. There are in fact scveral possible solutions to stave off a near term meltdown,
however. when Italy and Spain begin their large bond rollovers in early 2012:

e Germany can write a check and agrec to expand the EFSF/ESM and/or give it a
banking license.

e The IMF can write a check using new resources from the euro area and rest of the
world to put together a sizable new support program for Italy and/or Spain.

e The ECB can write a check and begin to purchase much larger amounts of the relevant
sovereign bonds.

It remains to be seen which solution will ultimately be chosen. It is possible, indeed likely,
that the ultimate package will combine parts of each of the above. But it is obvious that none of
these solutions are even remotely as costly for any of the main actors involved. inside or
outside the euro area, as a sovereign default in Italy and/or collapse of the euro. That is why,
once the political pre-positioning is over and the alternatives are exhausted, the games of
chicken will end and the political decision on how to split the bill for securing the euro’s
survival will be made.

THE REMAINING AGENDA

Even the most successful financial engineering in the euro area will ultimately fail,
however, if the debtor countries, and indeed the region as a whole, are unable to restore at least
modest economic growth in the fairly near future. This requires at least three major steps:

e The borrowing countries must adopt convincing pro-growth structural reforms,
especially in their labor markets, as well as budgetary austerity.

e The strong economies in the northern core of Europe, especially Germany, must
terminate their own fiscal consolidations for a while and adopt new expansionary
measures, i.¢., they should buy more Italian and Greek goods and services rather than
debt instruments.

' Available at http://www.ecb.int/ press/pr/date/201 1/html/or111208_!.en.html.
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e The ECB must promptly reduce its policy interest rate by at least another 50 basis
points and buy sufficient amounts of periphery bonds through the SMP to help push
their interest rates down 10 sustainable levels.

There has been much talk about the infeasibility of achieving the needed “internal
devaluations.” Germany has achieved just sueh an adjustment over the past two decades,
however, probably amounting to about 20 percent of the (overvalued) exchange rate at which it
entered the ERM/euro, through a combination of budget tightening and structural changes like
the Hartz labor reforms. At the other end of the size spectrum, Latvia achieved an even
speedier and more spectacular correction of its huge current account deficit of 25 percent of
GDP and, only three years later, is now combining renewed growth with an external surplus.
Italy has previously achieved dramatic adjustment, notably to qualify for the euro in the first
plaee. (Greece never did so and its ability to remain within the zone is clearly more
problematic.)

The agenda for the euro area, and indeed Europe more broadly, thus ranges well beyonc
the financial engineering that is clearly the most urgent requirement to overcome the crisis.
Both the history of the integration project and the revealed responses at each stage of the
current turmoil, however, suggest that both the historical imperatives and economic self-
interest of all the key countries, both creditor and debtor, will coalesce successfully. Watch
what they do rather than what they say as the drama continues to unfold.

The final major political challenge on the euro area agenda for 2012 goes beyond
measures o address the immediate crisis but rather focuses on the longer-term continuation
and direction of curo area institutional reform. During 2012, the euro area is likely to adopt a
new and considerably more credible set of fiscal rules and budget oversight regulation. This
has been a clear demand from both the ECB and Germany. But while the new fiscal compact
will undoubtedly help stabilize the euro area in the future, it must be thought of as merely a
beginning of the institutional reforms needed in the region. Fiscal consolidation is not
everything and the movement toward further and symmetrical deepening of euro area tiscal
integration must be maintained. Following the “fiscal rules first” down payment, euro area
leaders must consequently take further concrete steps in 2012 on a reasonable timetable toward
the introduction of measures such as eurobonds.

It took ten years for the first serious economic and political crisis to arrive after the euro
was introduced. The most challenging part of today’s crisis is to use the political opportunity it
presents to get the basic economic institutions right and complete the euro’s half built house for
the long term. In this process the euro will develop in a different manner from the full economic
and monetary union established in the United States. It will require additional substantial treaty
and institutional revisions in the future. But as the US Constitution’s 27 current amendments
clearly show, fauity initial designs need not preclude long-term success. If the history of the
integration exercise and its crisis responses to date arc any guide, Europe will emerge from its
current turmoil not only with the euro intact but with far stronger institutions and economic
prospects for the future.

THE IMPLICATIONS FOR THE UNITED STATES AND US POLICY

The United States has a major national interest in successful resolution of the European
crisis. Europe is the largest market for US exports and by far the largest locus of US foreign
investment, There are extensive financial linkages between US banks, and other financial
institutions, and their European counterparts. A breakup of the Eurozone would push Europe
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into a sharp recession or worse with sufficient spiliover to the United States to sharply truncate
our (already weak) growth as well. Europe of course remains our major international ally as
well and any recrudescence of intra-European conflict, which only the European integration
project has been able to check, could be disastrous for US foreign policy and indeed national
security.

The Europeans should of course provide the bulk of the resources needed to resolve
their crisis. They are doing so already and I have suggested that they will do whatever else is
needed.

But there may be domestic political limits on those contributions in Europe, as
everywhere clse, and the rest of the world may thus need to help. It did so quite usefully in the
initial phase of the crisis when the International Monetary Fund provided one third of the
external financing required for Grecce, Ireland and Portugal. IMF involvement is highly
valuable for a second reason that may be even more important than its money (although the
two nccessarily go hand in hand): its greater ability to devise and enforce the needed
disciplines on the borrowing countries, due to its fong experience with such programs and far
greater ability to adopt a tough stance toward the borrowers.

There is a growing consensus that the IMF should position itself to play a similar role
in Italy and Spain, the two large Eurozone borrowers, both became IMF conditionality would
then be even more crucial and because their financial needs, which together could total €1
trillion, could be beyond the capability of even Germany and the other strong eurozone
countries. Even if the money were never used, moreover, the creation of such a substantial
“firewall” could be crucial in convincing markets that defaults by thesc large economies would
be inconceivable and thus restoring confidence in the overall outlook.

The IMF now has about $400 billion of usable reserves. [t is planning to seek loans
from its member countries of $500-600 billion to create a “firewall” of the desired magnitude.
The United States has a major intcrest in the success of this project and should support it
strongly.

Many people believe that the United States, as a rich country and the traditional leader
of the international monetary system, should also contribute to the exercise itself. This would
be inappropriate, however. The objective is for the IMF to borrow from creditor countries that
are running large trade and current account surpluses (and to channel these funds to debtor
countries that are running large deficits and undertaking serious adjustment programs). The
main targets shonld be countries with very large foreign exchange reserves: most notably
China but also Japan, Russia, oil exporters in the Middle East, Korea, Brazil, Singaporc, Hong
Kong and several others in Asia. Several of these countries, such as Brazil and Russia, have
already indicated their readiness to contribute.

By contrast, the United States is the world’s largest debtor country. We are running
annual current account deficits of $500 billion or more. If we were to lend to the IMF. we
would have to borrow even more from China and our own foreign creditors. It would be far
better for the Fund to borrow from ti.ose countries directly.

At the same time, it is imperative that the Congress work with the Administration to
pass the legislation needed to implement the IMF guota reforms agreed at the G-20 summit in
Seoul in November 2011. That agreement included a doubling of the IMF’s quotas, and thus its
basic resources, though without any increase in total US financing for the Fund because our
increased quota would be fully offset by a reduction in our commitment to one of its earlier
borrowing agreements. Even more importantly, it redistributes quotas and thus voting rights at
the Fund away from the grossly over-represented Europeans to the grossly under-represented
cmerging markets, which will be an essential part of the “grand bargain” under which they will
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lend substantial additional resources to the Fund to enable it help Europe on the needed scale.
The US quota and voting share would change very little and we will continue to have veto
power over any major IMF decisions, which is why our vote is required to implement the
reform package and Congressional approval thereof is so tmportant to promote US interests.

The United States can thus provide crucial support for resolving the European
economic and financial crisis through the IMF, without spending any additional money, by
supporting both the agreed quota reforms and the proposed new borrowings from major
surplus countries. [ strongly recommend that the Congress support both steps as quickly as
possible.

The final, and very important, point is that we should understand that the euro crisis is a
wakeup call for the United States as well. In the short run, the travails of the Europeans have
led to large capital flows into the United States and the dollar that have contributed
substantially to our very low intcrest rates despite our failure to seriously address our own
budget problem and the relatcd downgrade by Standard and Poor. Hence Europe has shielded
us from much of the adverse effect of our own policy failures.

But we must remember that the financial markets were pricing Greek (and Irish and
Portuguese and Spanish and Italian) debt at virtually the same rate as German debt only a few
years ago. When reality set in, the crisis exploded very quickly and those countries were
forced to adopt drastic fiscal adjustments at the worst possible time — when their own
economies, and the neighborhood, were already very weak. On realistic current projections, the
US deficit and debt numbers will look as bad in less than ten years than Greece’s did at the
onset of its national nightmare.

Hence we should regard the euro crisis as a wakeup call for ourselves rather than a
source of solace that enables us to put off our day of reckoning a bit longer. The current
weakness of our economy and the fact that we do have time to adjust means that we should
combine short-term stimujus with decisive actions now, not just words and new procedures
that will correct our budget imbalance and debt buildup over the next three to five years. A
failure to do so would mean that we have learned nothing from the euro crisis and will come to
rue our failures to act as much as Greece, Italy and the other periphery debtors in Europe are
now doing.

13
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Chairman CONRAD. Thank you very much, Dr. Bergsten.
Dr. Lerrick, thank you for coming, and we look forward to hear-
ing your testimony.

STATEMENT OF ADAM LERRICK, PH.D., VISITING SCHOLAR,
AMERICAN ENTERPRISE INSTITUTE

Mr. LERRICK. Thank you, Mr. Chairman. I think, first of all,
since there are so many lessons to learn from what is happening
in Europe for our economy, I would like to just recapitulate sort of
what happened.

First, Europe’s crisis is not a currency crisis. The euro has main-
tained its value. It is now about $1.3. That is within its historic
range of 85 cents to $1.60. Europe has a fiscal crisis compounded
by a failure to take corrective action that has just destroyed its
credibility in the capital markets.

It is a self-inflicted crisis. The European Monetary Union set out
rules that limited deficits to 3 percent of GDP and debts to 60 per-
cent of GDP, and the markets accepted this as a fiscal performance
guarantee. They thought that homogenized the credit risk through-
out the union. You saw the interest rates on Greece’s debt fall from
8 percent above Germany’s to less than a quarter of 1 percent
above Germany’s with the access to the union. But these rules were
never enforced. By 2007 you had 7 of the original 12 members over
the debt limit. By 2010 it was 10 of the members. What had hap-
pened was weak governments had used massive borrowing to offer
their citizens a standard of living their productivity could not de-
liver.

And so what you now have, when the crisis really started in
Greece in 2009, Greece just announced, “Our deficit is 2 times what
we told you a few months ago,” and the markets recognized there
was a problem. What should have happened 2 years ago is Greece
should have defaulted on its debt, and the other countries should
have just tightened up their budgets.

The fundamental problem in Europe really is that European pol-
icymakers do not understand markets, do not like markets, and
think they can dominate markets. And that is why you have seen
a mess over the last 2 to 3 years.

The inability of Europe to address its crisis stems from a funda-
mental disagreement over the responsibilities of members of the
eurozone. Without a fundamental agreement, all you have seen is
a series of political compromises that have only further eroded
market credibility because they failed. Germany leads the North.
They believe that the cause of the crisis is simply a lack of dis-
cipline in the South. Profligate members should cut their spending,
lower their wages, increase their productivity, which is the exact
path that Germany took approximately 10 years ago, and that is
the source of Germany’s current prosperity.

Under the German view, each member is responsible for its own
fiscal well-being and growth. If markets see credible action, inter-
est rates will fall and the crisis will end.

Southern Europe believes that their troubles are actually caused
by Germany’s success, that if Germany had not done so well, they
would be in good shape. It is an interesting way of accountability,
but that is their view. They think that union solidarity requires
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massive transfers from the strong members to the weak and that
what they need is a collectivized euro bond which will lower their
financing costs and reduce the adjustment pain.

What is interesting is the role France has played in this. France,
instead of siding with the other AAA countries, has decided to be
the head of the South. The reason for this is they see this as the
way of gaining political leadership of Europe while leaving the
costs of bailouts with Germany. As one of the Germans told me, the
French are very bad at economics but very good at diplomacy.

The great danger is that you now have a conflict within Europe.
Germany wants immediate fiscal correction by the individual gov-
ernments. The rest of Europe and the Obama administration want
the European Central Bank to simply print up 2 trillion euros and
buy every weak government bond in sight to drive interest rates
down to 4 percent. They believe that the real problem of Europe
can be dealt with later. This is basically mimicking the Federal Re-
serve’s policy of just driving interest rates down and flooding the
economy with cash. Germany disagrees. If a long-term solution is
not offered, there is no amount of money that will solve this prob-
lem, and I believe that if Germany capitulates, as my colleague Mr.
Bergsten believes they will, you will wind up with a currency crisis
on top of a fiscal crisis.

The issue then becomes what is the next level of Europe. Ger-
many has a clear view of what the future of Europe is going to be,
and they have now found two tools that will force union fiscal dis-
cipline after 2 years of reasoning, threatening, and pleading had no
effect on their fellow members.

First, they see that market forces can prevail where diplomacy
has failed, that if you keep painfully high interest rates on the poli-
ticians, that will compel them to make the difficult choices that
need to be made.

The second step they have done is they have removed the una-
nimity requirement on all major eurozone decisions. Before, the
weak members—a single weak member could stop any adjustment
throughout the euro with a veto right. And, therefore, they have
set up a system where there will be no access to emergency funding
unless a member agrees to the fiscal compact. And what will hap-
pen is the fear of being left behind without support is going to force
submission to this fiscal reform.

And so what you will see over the next 2 to 3 years is Germany
will drive the eurozone toward a fiscal union with central control
over national budgets and strong automatic sanctions against
spending offenders. This is a difficult path. The greatest danger is
that a crisis will loom in the interim, that what you are seeing is
a very difficult process, and that there are going to be missteps,
there are going to be obstacles, and what you will see is that the
markets will become frightened. And the great danger is that the
politicians will confuse the end of their world with the end of the
world and rush out and bail out every government and bank in
sight, and you will set back economic stability by a decade.

So what really should happen is the ECB should act as a support
for this difficult path to adjustment as the Europeans go toward a
fiscal compact, and this way they will maintain stability in very
fragile markets. What the ECB has to do is not just flood the mar-
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ket. What they should do is announce a rule of intervention that
removes the risk of financial panic but preserves the incentives for
governments and for investors and safeguards their inflation-fight-
ing credibility.

The great problem in Europe is not a problem of deficits or debt.
Europe has a much more serious long-term problem. You can solve
the debt easily. You write it off. You can solve the deficits easily.
I am saying economically, not politically. You cut spending. The dif-
ficult problem is that Southern Europe’s populations expect a life-
style their productivity cannot supply. Greeks do not have to be
Germans, but they cannot expect to be paid like Germans. And so
you have a 25-percent gap between Southern Europe and German
labor costs that can only be closed by nominal deflation because de-
valuation is not possible within the eurozone. This is a long, pain-
ful process that will precipitate a 5- to 7-year recession in the
Southern European countries, and there you are talking about
close to 40 percent of Europe’s GDP.

The only other alternative is a long-term transfer from Europe’s
productive North to the South. The reunification of Germany posed
the same problem of differing productivity. What the Germans de-
cided was they proposed a solidarity tax imposed on West Germany
to bring East Germany up to West German standards. It was en-
visaged as a temporary transition mechanism. It has been in place
for 20 years, and there is no concept of withdrawing it even at this
stage. What you are going to see is a transfer from Northern Eu-
rope through taxes and payments and aid directly, and indirectly
:cih]lr)ough higher inflation, in order to reduce Southern Europe’s

ebt.

One point that both you, Mr. Chairman, and you, Senator John-
son, raised is: Can this happen in the United States? Absolutely.
And the fact is if we do not take corrective action, it is going to
happen. You raised the concept of unsustainable trends. One of the
Nobel Prize winners had a famous quote about unsustainable
trends: “They end.” And the fact of the matter is the only reason
we have not had a crisis so far is because of the U.S. dollar’s role
as the reserve currency in the world. But that cannot go on. The
reason it has not ended is because it is very difficult to replace a
reserve currency.

The only other alternative right now would have been the euro,
and the Europeans have their own problems, so that saved us. But
there is a compact when you are the reserve currency. There is a
privilege, which is that the rest of the world gives you television
sets, lends you money to buy cars and houses at very low interest
rates, in return for pieces of paper you print up in the basement
of the Federal Reserve. The agreement is you have to maintain the
value of those pieces of paper by sound fiscal and monetary poli-
cies. We have not kept up our end of the bargain. So over time you
will the world withdraw from the reserve currency. When that hap-
pens, U.S. dollar interest rates will start rising very quickly. The
U.S. dollar will start falling very quickly. And we will have a prob-
lem very similar to what the weak European countries have right
now.

Thank you.

[The prepared statement of Mr. Lerrick follows:]
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It is a privilege to appear before the Senate Committee on the Budget.

Europe’s crisis is not a currency crisis. Sound monetary policy has kept the Euro at $1.30
within its past range of $0.85-1.60. Europe has a fiscal crisis compounded by a failure to take

corrective action that has destroyed its credibility in the capital markets.

I. Self-Inflicted Crisis: No Discipline and Credulous Markets

The European monetary union limited government deficits to 3% of GDP and national debt to
60% of GDP. Markets accepted this fiscal performance guarantee at face value and believed
sovereign credit risk was homogenized. The interest rate differential between the strongest

member Germany and the weakest member Greece fell from 8% per annum to 0.2%.

However, the fiscal rules were never enforced. By 2006, 7 of the original 12 members were
over the 60% dcbt limit. By 2010, 10 exceeded the limit. Weak governments used massive
borrowing to offer their citizens a standard of living their productivity could not deliver. The
crisis began in October 2009 when Greece announced a doubling of its fiscal deficit and
markets saw their error. Two years ago, Greece should have defaulted on its debt and other

spendthrift governments should have tightened their budgets.

The fundamental problem is that European policymakers do not understand markets, do not
like markets and believe they can control markets. They live in financial pre-history and

always choose pressure and regulation over incentives and market forces.



120

II. Disagreement over the Responsibility of Members: Accountability Versus Solidarity
Europe’s inability to act in the face of a crisis stems from a core disagreement over the
responsibilities of Union members. Without fundamental agreement, all actions have been

failed political compromises that further erode market credibility.

Germany leads the North. The cause of the crisis is a lack of discipline in the South.
Profligate members must cut spending, lower wages and increase productivity. The path
Germany itself used to gain its current prosperity. Each member is responsible for its own
fiscal and economic wellbeing. If markets see credible action, interest rates will fall and the

crisis will end.

Southern Europe believes their troubles are caused by Germany’s success. Union solidarity
requires massive transfers from strong members to the weak. A collectivized Eurobond will

lower financing costs and minimize adjustment pain.

France, instead of siding with other AAA members, has appointed itself head of the South to

capture European political lcadership while leaving the cost of bailouts with Germany.

I11. The Monetary Printing Press: Mimicking the Federal Reserve
Germany wants immediate strong fiscal correction by individual governments. The rest of

Europe and the Obama administration want a quick fix where the European Central Bank
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(ECB) prints EUR 2 trillion and buys every weak government bond in sight until yields are

driven down to 4%. They believe the real problem can be dealt with later.

Germany disagrees. If a long term solution is not offered, no amount of money will make
stop-gap measures work. If Germany capitulates, a currency crisis will be added to Europe’s

fiscal crisis.

1V. Stable Monetary Union and Collectivized Euro-bonds
Since the Euro’s inception, members have struggled with the confliet between central control

and national sovercignty.

There are two forms of stable monetary union:

1. Members share a currency but each government stands on its own before its creditors.
Markets take losses, impose discipline and set borrowing limits; or

2. The Union underwrites all its members. Then the Union takes losses and must impose
discipline and set member debt and spending limits.

A monetary union that cannot make up its mind is a crisis waiting to happen and Europe is

still struggling to make up its mind.

The debate over the creation of common liability Euro-bonds is a false argument. If fiscal
control is achieved: There is no need. All members will be AAA. Without control: Euro-
bonds are not viable. As one of the German Parliament’s Economic Policy leaders said:

“They are the devil’s work”.
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V. Germany’s Vision: The Next Level of Europe
Germany has now found the tools to force Union fiscal discipline after two years of

reasoning, threatening and pleading had no effect.

Market forces can succeed where diplomacy fails. Painfully high interest rates compel
politicians to make necessary choices. Removal of the unanimity requirement on Furo-zone
decisions takes away the veto right of prodigal members. There will be no access to
emergency aid without agreement to the fiscal compact. The fear of being left behind without

support will force submission to fiscal reform.

Over the next 2-3 years, Germany will drive the Euro-zone toward a fiscal union with central

contro!l over national budgets and strong automatic sanctions against spending offenders.

This is a difficult path. The greatest danger is that if a crisis looms, politicians will confuse
the end of their world with the end of the world, bail out every government and bank in sight

and set economic stability back a decade.

The strong arm of the ECB is needed to support the path to the European fiscal compact and
maintain stability in fragile markets. The ECB should announce a rule of intervention that
removes the risk of financial panic but preserves incentives for investors and politicians and

safe-guards its inflation-fighting credibility.
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VI. Europe’s Long Term Problem
Europe’s excess debt can be solved: write it down. Europe’s excess deficits can be solved:

cut spending,

The difficult problem is that Southern Europe’s populations expect a life-style their
productivity cannot supply. Greeks don’t have to be Germans but then they cannot expect to

be paid like Germans,

The 25% gap between Southern Europe and German labor costs can only be closed by
nominal deflation because devaluation is not possible within the currency union. Thisis a

long painful process that will precipitate a 5-7 year recession in the uncompetitive economies.

The only other alternative is a long term transfer from Europe’s productive North to the easy-
going South. The reunification of Germany posed the same problem of differing productivity.
A solidarity tax was imposed to bring the former East Germany up to West German standards.

Envisaged as a temporary transition mechanism, it is still in full force 20 years later.

Northern Europe will pay the transfer directly through taxes and aid and indirectly through

higher inflation to reduce Southern Europe’s debt.
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Chairman CONRAD. Thank you. Terrific, all three. I really appre-
ciate your contributions to the Committee.

Let me ask this: What is your assessment how the Basel rounds
impact the European response to the current crisis? What is your
assessment of what those changes require and how that interacts
with what is currently happening? Dr. Johnson?

Mr. JOHNSON. Senator, I presume you are talking about the
Basel accords on capital requirements for the banks.

Chairman CONRAD. Yes. Just so the reason I ask the question,
we have had a lot of commentary among colleagues asking the
question: What are the effects of the increased capital require-
ments? Are they sufficient? Are they insufficient? What effect are
they having on the current challenges?

Mr. JOHNSON. Thank you, Senator. It is a very good question and
highly appropriate to ask it and keep asking it at this moment.

Unfortunately, the problem with Basel is not just the latest
agreement, not just this increase in capital requirements, which I
think is insufficient. There is a much deeper problem with the way
that Basel and this international agreement between major govern-
ments, the way they have agreed to think about how much capital
you need. They use a concept of risk-weighted assets, and risk-
weighted assets means that if you are holding something that is
AAA, you do not have to have a lot of equity relative to that posi-
tion.

Well, what is a AAA asset in the European context? Sovereign
debt, including Greek debt, and as Mr. Lerrick laid out for you,
people were convinced—and Mr. Bergsten said the same thing.
People were convinced, the markets were convinced that Greek and
German debt were very, very similar in their credit risk. Well, they
are not. They are fundamentally different, and we are looking at
a situation where there is real credit risk across a wide range of
European sovereign debt.

So the entire approach in Basel is deeply flawed. Not only that,
Senator Conrad, but the way it is being implemented is very prob-
lematic. The French and the Germans by all accounts are backing
away from even what they signed up to in Basel.

Now, this does not necessarily limit what we do. I would argue
strongly that we should go further, and the Federal Reserve has for
systemically important financial institutions indicated that there
will be some so-called surcharge. But that is not enough relative
to the losses that we potentially face.

Chairman CONRAD. And remind us, what the capital require-
ments in the Basel round?

Mr. JOHNSON. Well, it depends on exactly—it is a very complex
arrangement. It depends on exactly what kind of financial institu-
tions you are talking about. The headline number is between 10
and 12 percent relative to risk-weighted assets, but I would say the
devil is in the risk-weighted assets, in the risk weights. And if the
risk weighting is so fundamentally flawed that they miss com-
pletely the sovereign debt crisis and the true risks that all these
European banks face and that our banks face because they are ex-
posed to the European banks, and to the extent that any American
bank tells you to hedge this risk, they have hedged it through some
offsetting derivative contract, such as a credit default swap, the
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counterparty risk in that swap is probably with the European
Bank, at least in part. How big is that? How profound is that risk?
We do not know.

I talk to the senior regulators on this issue. I am a member of
the FDIC’s Systemic Resolution Advisory Committee that met most
recently last week. I do not know the regulators would tell me even
if they knew, but I am pretty confident they do not know. And that
should give us all pause. That is why we should not be—I am not
saying move everyone immediately to 20-percent capital require-
ments. You cannot do that politically. I understand that. You can
suspend dividend payments, absolutely, across the board as an
emergency measure given the European situation. That would be
well received. That would bolster financial stability and growth
prospects in the United States. It would not be a negative in this
environment if it is applied across the board because of the risks
posed by Europe and the uncertainty that we all agree still looms.

Chairman CONRAD. Dr. Bergsten, what is your assessment of
Basel and the capital requirements? Sufficient? Insufficient? Do
you share Dr. Johnson’s view of this?

Mr. BERGSTEN. Yes, I very much share his view. I do think cap-
ital adequacy is at the heart of restoring financial stability here,
Europe, everywhere else, and we should err on the side of caution,
going to higher rather than lower capital requirements in order to
achieve that outcome.

There is a fascinating implication from the events of the last 3
or 4 years we should keep in mind. This last crisis, of course, was
rooted in financial instability in the United States and Europe. It
turns out there was very little spillover to the emerging markets
and developing countries. They got some effect from the recession
and the weakening of trade flows, but their financial system stood
up much better than ours. Why was that? Well, they had crises in
the past. The Asians had crises in the late 1990s, the Latin Ameri-
cans in the 1980s, and in response to those, they did to a large ex-
tent get their acts together. They opted to have financial systems
that were not as exotic and high-flying and maybe as innovative as
ours. They explicitly and determinedly opted for more risk-averse
systems, including much higher capital requirements. And that
paid off.

Chairman CONRAD. What is their level of capital requirements?

Mr. BERGSTEN. It differs from country to country. Simon, do you
know? But the numbers are much higher than ours. They were all
put in place after those earlier crises as a lesson from those crises
and seem to have paid off very heavily.

Chairman CONRAD. Simon, do you know the answer?

Mr. JOHNSON. Twenty percent is not an unusual level of capital
in these conservative systems that have previously faced serious
crises.

Chairman CONRAD. And 20 percent measured—do they measure
on a risk-weighted asset basis as well?

Mr. JOHNSON. Yes. That is a deep methodological problem across
all these systems, but they are much more careful, have been much
more careful about what they will count as risk-weighted assets.
The Europeans made a huge mistake on sovereign debt. Of course,
we made a huge mistake relative to—
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Chairman CONRAD. We just had a company go down in part be-
cause of bets on sovereign debt.

Dr. Lerrick.

Mr. LERRICK. First of all, I echo Simon’s comments about the
Basel rule. I would raise two points.

First, there is one true law of economics that was first enun-
ciated by a governor of the Bank of England in the 19th century,
and that is, every regulation will be circumvented. So when you
start setting out very precise rules, you are setting in motion an
entire system of people who are certainly spending their lives
thinking about how to circumvent them. And, remember, regulator
are always one crisis behind. They are always thinking about the
last crisis. They do not know where the next crisis is coming from.
And they are paid far less, work far less hard, and are not as high-
ly skilled as the people that are attempting to get around the regu-
lations. So you must keep in mind that when you set out clear reg-
ulations, you have a problem.

The second is, I saw an old photograph of a bank that had been
closed back in the 1920s, but the window front was very inter-
esting. Before the Federal Reserve, in the 1920s, on the front win-
dow of every bank it said, “Capital, $10 million,” or $12 million or
$5 million. Now when you look at a bank, it says, “FDIC Insured.”
That is a fundamental problem. You have a system where very few
people pay attention to the capital of banks.

Simon raised that the levels are much higher in developing coun-
tries, many emerging market countries. Look at Switzerland. Swit-
zerland is the developed country that has the greatest interest in
preserving the integrity of its banking system. The Swiss economy
lives off its banking system. They proposed, before anyone else,
raising capital standards to 16 percent and probably will go higher
in order to establish the absolute credibility of their banks in the
world, and that is one of the key issues. Banking should be a bor-
ing business. It should not be a high-flying business where you
take risks, where you trade, where you do all these things. It is a
boring business, very similar to a utility. They are supplying pay-
ments, they are supplying checking, they are supplying loans to
small businesses. This is not an exciting business. It is not a highly
profitable business, but it is a fundamental business for the econ-
omy. And the job of the Government is to make sure that banks
are not in danger, and that is why you should make it a boring
business.

Chairman CONRAD. Thank you very much.

Senator Johnson.

Senator JOHNSON. Thanks, Mr. Chairman.

This was fascinating testimony. I am new here, so let me quick
ask a question on the Asian banks and what they did to solve their
problem.

When we passed Dodd-Frank—I am a great believer in not rein-
venting the wheel—did we take a look at what regulations or what
new rules the Asian banks put in place as we designed Dodd-
Frank, and whether that made sense and does it still make sense
to do so if we have not?

Mr. JOHNSON. Senator, you would have to ask your colleagues
what they did and did not look at. My impression, as somebody
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who followed it closely and who testified to Congress on a number
of occasions, is that we were very taken with the exceptional na-
ture of the United States, and there were, of course, various les-
sons we could have also drawn from Scandinavia with regard—MTr.
Lerrick hit the nail absolutely on the head. Make banking boring,
absolutely. And the Scandinavians have come through this crisis in
relatively good shape from a fiscal point of view and from a growth
point of view, in part because they had terrible problems with their
banks in the 1990s, got completely out of control, just like emerg-
ing markets had this problem, and they cleaned them up and they
made them much more conservative and much more careful, in-
cluding much higher levels of capital.

So I fear that we either did not look enough at international ex-
periences or did not draw in this dimension the right lessons.

Mr. BERGSTEN. Senator, there is a great irony here. What the
Asians and other emerging markets adopted after their financial
crises was an idea called “an international banking standard,”
which was actually invented by one of our staff at our Peterson In-
stitute for International Economics, Morris Goldstein. And the idea
was then picked up and heavily promoted with the emerging mar-
kets by the U.S. Government, by the International Monetary Fund,
and by all right-thinking people who wanted greater global finan-
cial stability.

But we viewed it as they are kind of adopting our ideas, and the
implication, as Simon said, was our systems were fine and should
be the model. And then over the succeeding decade or so, whether
or not our systems were fine back then, our systems certainly erod-
ed and failed to keep up with the technology in the industry. The
regulatory zeal dropped sharply. Everything was fine, we were ex-
ceptional. But it was actually the U.S. and the West with its more
sophisticated financial systems that developed, promoted those
ideas, and then, as often happens in history, the people that adopt-
ed them got well ahead of the curve.

Senator JOHNSON. We turned our backs on them, basically.
Again, the question I am asking: Would we be smart to look at
those and adopt those?

Mr. BERGSTEN. Certainly, you should look at it carefully, and
Simon rightly mentioned there are some other high-income coun-
tries, including European countries, which have actually done this
quite well, and Sweden and Finland are two cases in point where
they had incredibly deep financial crises in the early 1990s, put
their houses in order, dramatically reformed their economies. You
know, we used to think Sweden, the socialist economy, how could
it ever succeed? Sweden has been the star in the whole—even more
than Germany, in this recent European economic situation, which
has come through this current crisis not totally unscathed because
the neighborhood is rough, but largely unscathed, doing very, very
well. And their Finance Minister has been voted Finance Minister
of the Year around the world, et cetera.

And so having gone through a crisis, taken a serious reform in
your financial system and your macro policy, pays off heavily when
you then get hit again. And my fear, just to reiterate the obvious—
we have all said it—is that the U.S., which has so far escaped that
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existential crisis, may be lagging badly and may wind up paying
a very heavy price as a result.

Mr. JOHNSON. Senator, a specific suggestion for you. I can con-
nect your staff with the relevant people in Singapore. They have
a relatively large financial sector. They know they live in a dan-
gerous world. They are extremely careful with regard to how they
operate. They learned a lot of hard lessons along the way. They
think the way we operate—they will tell you in private. They are
not going to say this in public. They think the way we operate our
system is reckless and irresponsible and poses big dangers to our-
selves and to everyone else. And, remember, Singapore in terms of
fiscal prudence is a model that we should all aspire to, even though
it would be pretty hard for us to get there. So if you want those
connections, I am happy to provide them.

Senator JOHNSON. I cannot help but ask the question: How many
pages was their piece of banking legislation?

Mr. JoHNSON. That I would have to get back to you on, Senator.
There is no question, though, that they have a very tough, skep-
tical body of regulators who are absolutely not captured by the fi-
nancial sector. In fact, it is the one place in the world where the
regulators are paid as much as the people who work in the private
sector and work harder. I am not suggesting you would want to go
there for the United States, but it is a model—

Senator JOHNSON. No, obviously bank regulators do not have the
incentive that the bankers have in terms of circumventing.

Dr. Bergsten, I was fascinated by your assessment of Europe,
and the thought that kept going through my mind was that past
performance does not guarantee future results. I hope you are
right. But I am assuming Dr. Lerrick and Dr. Johnson probably are
in agreement with you in terms of what I guess I would call a rosy
scenario. Dr. Lerrick, do you want to comment on Dr. Bergsten’s—

Mr. LERRICK. Oh, I think I am actually more optimistic than Dr.
Bergsten because I believe the Germans are going to drive Europe
to a stable fiscal union. It will take a number of years. We were
debating before the conference whether this was the 17th summit
and the 19th Republican debate, Republican Presidential candidate
debate, or the 19th summit and the 17th Republican Presidential
candidate debate.

We have many more summits to go, but they will get there, I be-
lieve. But there is a large risk. One of my colleagues at AEI, John
Makin, uses an analogy. He said, “This i1s a dangerous operation.
You could have the most skilled surgeon in the world, but things
can go wrong.” And so something could go wrong.

I believe that the Europeans will manage this process. I think
the Germans have now found the tools to do that, which are just
to keep interest rates really high on all the politicians of the weak
countries, and that will force them to do what German threats and
pleading and reasoning did not succeed in doing for 2 years. And,
secondly, the new strategy, which is if you agree, that is great and
you will get our support; if you do not, go with God, you are on
your own.

Senator JOHNSON. And that is basically the same discipline that
will be imposed on the U.S. Our creditors will increase our interest
rates to force us to do what we need to do.
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Mr. LERRICK. Hopefully we will do—yes, that will be what will
happen in the end.

Senator JOHNSON. Okay. Thank you.

Chairman CONRAD. Can I just take a moment, Senator Merkley?
Not on your time.

I do not want to miss this chance. I am going to turn to Senator
Merkley immediately, so I do not want to go through your answers
at this point. I just want to put on the table, I would like for you
to tell us what Sweden did, because my recollection is they did
something with getting the toxic assets off the books of their banks,
and I cannot remember what it was. But at the time we were going
through our TARP, I was very intrigued by what Sweden did. So
I do not want this moment to slip.

Senator Merkley.

Senator MERKLEY. Thank you, Mr. Chair, and I am going to ask
you all to be very brief because I have to leave in 5 minutes.

Mr. Johnson, you highlighted the unknown nature of the deriva-
tive exposures, and there has been a lot of discussion about this.
Every expert I have talked to has said we really have no idea of
how the dominoes are lined up. It is an incredible thing that just
in this European and American sector we cannot quite get our
hands around who is underwriting, who is holding, and what hap-
pens if companies have to perform on those insurance contracts.

In that context, there has been a lot of discussion in Europe
about the banning of naked shorts, that is, not being able to buy
a credit default swap unless you own the underlying investment.
I believe that one step in that direction was taken back in October,
and if the proposal is ratified, I think it would go into effect in No-
vember of this year, something like that.

Can you bring us up to date on that? And there is a fierce argu-
ment going back and forth as to whether that is valuable or not.

Mr. JOHNSON. It is a good question, Senator. I would like to come
back to you on the very precise details and the latest information.
I can do that quickly. My understanding is that some financial en-
tities in Europe are still banned from shorting sovereign debt.

Senator MERKLEY. Sovereign debt, yes.

Mr. JOHNSON. And particularly the Europeans obviously have
hedge funds in their sights.

I think, to be frank, it is a somewhat misguided approach. A lot
of people in financial markets want to be able to ensure against
risk, and they want to be able to use the credit default swap mar-
ket to that end. If this were a transparent market, if you could
trace through underlying exposures both on a gross and net basis
in real time, I think from a systemic stability point of view we
could become more comfortable with it. It is a lack of transparency
around derivatives. It is the ability of mega banks, as to quickly
take proprietary trading positions, for example, betting the house.
Senator Conrad made a reference to MF Global, which, of course,
failed because of bets made by senior management.

It does not have to be through a naked short position or through
CDS contracts necessarily. There are other ways to do it. I think
that we should move toward transparency in all these markets
rather than banning this or that financial instrument because you
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just shift the risks into other ways that are more murky and that
we live to regret.

Senator MERKLEY. Well, and in that context, under Dodd-Frank
we are setting up a more transparent derivatives market in the
United States. Are there parallel efforts underway in Europe to
create both an exchange and a clearinghouse?

Mr. JOHNSON. Not at the level and for the instruments that
would really matter. There is a lot of cross-border trading. There
is a lot of trading we have not talked about. The United Kingdom,
they are dragging their feet on key parts of this. And so, for exam-

le, take the euro swap market, interest rate swaps. There is over
5300 trillion in total exposure there. No one can tell you who ex-
actly owes what to whom, either on a gross basis, which is what
really matters when there is a failure, or on a net basis, which is,
the bare minimum that you should be able to report.

So the lack of transparency in this huge market that has become
actually the basis for much of the European financial system, that
is deeply, deeply troubling, and if that is not keeping the regulators
in this country awake at night, then they are not paying close at-
tention.

Senator MERKLEY. And I think it does highlight a point that the
U.S., to the degree possible, needs to be involved in a discussion
that helps establish that transparency and that trading regime, if
you will, in Europe as well as in the United States.

Mr. Bergsten.

Mr. BERGSTEN. I just wanted to add one point. A fundamental
problem in the European financial regulatory context is that they
still do it largely at the national level. They still have not been able
to get the European Monetary Union to encompass European-wide
financial regulation. And so the problems that we have, as you are
describing, are compounded in the European case by their failure
to add that dimension across borders.

Senator MERKLEY. Yes.

Mr. BERGSTEN. Now, there is a similar global problem because
the derivative trading in particular and all these exotic financial
instruments really do cry out for international regulation, and that
is what Basel tries to do, but it has been very inadequate. And so
one of these days we have to take the big leap to do a globalized
Dodd-Frank because, without it, the kind of slipping around the
controls that Adam Lerrick mentioned takes place across borders,
and you have another escape hatch from whatever domestic regu-
latory regime is put in place.

Senator MERKLEY. Yes. I have to dash away, so I apologize for
that. I just wanted to close by saying it has been a great discus-
sion. I hope we can really continue to wrestle with these issues of
international monetary strategies and institutions. And I wanted to
mention, Mr. Lerrick, that it was a number of years ago that I re-
member an article in which Warren Buffett was re-placing his in-
vestments to be denominated in foreign currency because of his
very expectation that the dollar was no longer going to be held as
a reserve currency. That threat is out there and could have pro-
found consequences, both enormous shocks but it is also an instru-
ment or a change that would have an impact on the cost of our
goods to the world, to the degree the dollar becomes weaker, mak-
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ing them more affordable to the world. So that is another inter-
esting conversation I would love to have, and I am sorry I am going
to miss the Sweden solution, but I look forward to hearing about
it.

Thank you.

Chairman CONRAD. Thank you, Senator Merkley.

Senator Thune, would you like to take questioning time now or
would you want to withhold for a moment and we can come back
to you?

Senator THUNEIt is up to you. If I can ask a couple quick ques-
tions, it will not take long, if you want.

Chairman CONRAD. Okay. Then we are going to go to a second
round, so if you are prepared, go ahead.

Senator THUNE. Thank you, Mr. Chairman, and thanks for hold-
ing the hearing. I think this is a really important subject. This on-
going crisis in the eurozone is something that is critically impor-
tant to our country both in terms of the impact on our economy but
also helping us to recognize the fiscal challenges that we face in
the long term as well.

I would like to get your perspective, if I might, on the panel to
something that has been reported, and that is that many of the
U.S. banks and money market funds have significantly cut their
exposure to eurozone bank debt in recent months, which I believe
is a positive sign given the ongoing crisis that we see in the
eurozone, but there is significant exposure that remains. And I am
curious to know what your estimate is of the current total U.S. ex-
posure to the European banking system and what level of reduction
do you believe is necessary in order to protect financial institutions
in this country.

Mr. JOHNSON. That is a great question, Senator, and I think the
honest answer is I do not know, and I do not know anybody else
who knows. I spent time with officials at the FDIC, the New York
Fed, and other bodies recently. I am not convinced that they know.

You are right that the mutual funds have cut back their expo-
sure, and that, of course, is part of the reason why the European
banks have wanted to draw on the Federal Reserve indirectly
through credit provided to the ECB in order to get dollar funding.
So that part I think we should worry about a little bit less.

I would focus on the derivative transactions, on the counterparty
risk, on U.S. bank exposure, for example, to the interest rate swap
market in euros—it is a huge market—direct exposure and indirect
exposure. And I would urge you strongly, in public, or in private
if you prefer, to bring the relevant regulators before you and dis-
cuss this as a matter of top priority for the budget, because this
is a huge fiscal risk that you are facing.

So I cannot give you a number, and that is not because I do not
follow this closely. I follow it very closely. Those numbers are not
public. If the regulators have them, they should be sharing them
with you on some basis. And if they do not have them, if they do
not know how to calculate that, you should be asking, I would sug-
gest, very, very hard questions to them: Why not? What would it
take to figure this out? And perhaps you can also ask the big banks
to come in and testify about this as well. What is their exposure?
How do they think about their exposure? How do they model it? We
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still give them enormous authority to handle their own risk man-
agement. I am very skeptical that they have a handle on this at
all.

Senator THUNE. Does anybody else want to comment on that? Is
there anybody who knows—I suspect you are right, that that
maybe cannot be quantified without bringing them in. I would hope
that they would have some idea about that, but does anybody else
care to comment on that?

Mr. LERRICK. Well, first, Senator, those numbers are not public,
certainly. As Dr. Johnson said, it is unlikely even our regulators
know for sure. I would say two things, though.

One, the U.S. financial system exposure to European sovereign
debt is not very great. The exposure—or the mutual funds. They
have cut back. The exposure is through the banking systems, either
their credit lines, their swap lines. One thing that the Europeans
have announced publicly is that each national government will
stand behind its large banks no matter what; and, secondly, if a
national government is not capable, that guarantee will move to
the eurozone itself. They have actually made that statement a few
months ago.

The issue that Mr. Johnson raised about derivatives is an impor-
tant one and comes back to a question that Senator Merkley raised.
One issue about CDS which is everyone is very disturbed about—
and the Europeans, because I think they do not understand how
markets work, are trying to ban naked CDS—is that, first of all,
it is very good that CDS should be in centralized depositories so
we know where they are. It is very good that people should have
to account for them correctly. Three important aspects.

First, CDS, unlike bonds—which is one of the big problems for
eurozone banks—are marked to market every day, so that you
could have—for instance, up until very recently, you had banks in
Europe carrying their Greek bonds at 100 cents on the dollar even
though in the market they were quoted at 40. However, the CDS
had to be marked to the 40. So every day that is reflected in real
time.

Secondly, 90 percent of CDS contracts are collateralized by other
securities or cash for the counterparty risk.

And, third, what is important in CDS, the way the CDS market
works is you have the gross amount of CDS and then you have the
net amount. And the way the net amounts are calculated is institu-
tion by institution. So if an institution has sold $100 million of
CDS but has bought back $80 million of CDS, the net number is
only 20, their exposure. And the way the CDS market works, in ad-
dition to the collateral, is there is bilateral netting so that if a
CDS—if one of the issuers, meaning Greece or Italy, defaults, what
happens is the institutions go to each other one by one, and they
net it against each other. That eliminates to a large extent the dan-
ger of cascading through the system. There is not, however—what
would be very good—multilateral netting, which would mean that
you would be able to net out the entire system across many institu-
tions, and then the next exposure would be your only concern. But
the bilateral netting does reduce the risk substantially.

Mr. JOHNSON. Senator, could I interject two things?
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First of all, I agree with Mr. Lerrick, the Europeans have prom-
ised to take over some of these national commitments to the banks.
But I think we would agree that the Greek banks are about to de-
fault. In other words, they will not be guaranteed in full. That is
the information that I have seen. The eurozone is not going to back
the Greek banks. Therefore, why do you think they would nec-
essarily back Portuguese, Irish, or Italian banks as the cir-
cumstances evolve?

The second point is on the netting, which I think is hugely im-
portant. Remember that—I do not want to get too much into the
weeds, but if you and I both have contracts and I fail and you do
not, you get to accelerate typically across CDS contracts and other
derivative contracts, so I have to pay you immediately. But I do not
get to accelerate my contract on you because you have not failed.
And that is why—and, again, you can bring in the people from the
FDIC who are very good on systemic resolution. They stress gross
exposure through derivatives because at the moment of systemic
weakness, the gross can actually cascade through. You should have
the system that Mr. Lerrick emphasized. There are ways ex ante
agreed to net it out properly. That is not in place within Europe.
It is not in place across borders. It is not, according to my FDIC
colleagues in the public hearing we had last week, in place fully
for the United States, and that is a major weakness in the financial
system that, again, will spill over and have fiscal risks for you.

Senator THUNE. If I could ask one quickly—and I know I am out
of time, but, you know—

Chairman CONRAD. Go ahead, Senator. We have been very—

Senator THUNE. We have seen countries like Spain, Italy, and
Portugal that have enacted significant fiscal consolidation packages
to balance their budgets and have enjoyed, in some of the sovereign
bond auctions recently some pretty significant demands relative to
what people would have expected, suggesting that these austerity
steps and measures were the right approach. And their debt-to-
GDP ratios are over 100 percent in some cases; Greece is 143. We
are at over 100 percent. And we have had ample warning about
where we are and what we need to do. What level of debt reduction
do you think is necessary over a 10-year period to get our country
back on a more sustainable path?

Mr. BERGSTEN. Well, lots of people have tried to analyze that. We
have published a lot of work at our institute, including by Carmen
Reinhart, who is one of the great experts on this. The conclusions
depend a lot on the method of analysis, but the bottom lines are
that if your national debt-to-GDP ratio exceeds 60 percent, you are
at risk. If it exceeds 90 percent, you are almost certainly going to
take a significant hit to your long-term growth. Her database,
which goes back a long way, shows that countries whose debt-to-
GDP ratios get beyond 90 percent—

Chairman CONRAD. Gross debt.

Mr. BERGSTEN. Gross debt beyond 90 percent leads to growth
rates 1 to 1.5 percentage points per year lower. And if your base-
line is 2.5 to 3 like ours, that means you are cutting it in half and
getting to a level that is almost what we have tended to call a
growth recession, certainly not one that keeps the unemployment
rate from rising.
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So somewhere in that range—you cannot be too precise, but
somewhere in that range, 60 to, say, 100, you clearly do not want
to be beyond that. We are already beyond it. All the trajectories
take us just off the charts beyond that, and that is why your basic
point is so right.

Mr. JOHNSON. Senator, I have actually written a book that is
coming out in April that partly addresses this question. I would
suggest you aim for 50 percent debt-to-GDP by 2030. That is a
total—

Chairman CONRAD. Gross debt or publicly held?

Mr. JOHNSON. Held by the private sector, so excluding the trust
funds, which is—

Chairman CONRAD. So that would translate into 80 percent gross
debt.

Mr. JOHNSON. That is right, and there is a little problem with
the way that you compare these numbers across countries. Again,
we can go to the technical details afterwards. In some countries,
such as Japan, you should look at the gross number. In the United
States, we should look at the net debt held by the private sector,
which is what the CBO emphasizes. And I think that is a fiscal
goal that is entirely achievable, and that is the right time frame,
and that would not cause massive problems for the economy and
I think is consistent with sustaining growth, 50 percent of GDP.

But on the Spain, Italy, and Portugal point you made, I would
suggest that the slightly lower yields of late have not been particu-
larly because they have done fiscal adjustment. Actually, they have
done very little. Senator Johnson before you came in, I think,
coined a great phrase for what is actually happening: monetary in-
novations or solutions to deal with fiscal mismanagement. It is the
ECB providing cheap credit to the banks and the banks then buy-
ing up the debt with a lot of arm twisting because the Government
is running or pushing the banks very hard, the quid pro quo. It is
not a solution. It is, the cliche is, kicking the can down the road.
That is what they are doing with monetary policy. As if you let
monetary policy become subservient to fiscal policy and fiscal mis-
management, it will end in high inflation and many other problems
that we have experienced in all these countries before. So I do not
think Spain, Italy, and Portugal are on a more stable path.

Mr. LERRICK. Senator, I think Mr. Johnson raised a very simple
point. The reason yields are down in the peripheral countries is
being the ECB has given unlimited 3-year funding at a highly sub-
sidized interest rate. That is why you are seeing the interest rates
on the short-term bills and bonds come down much more than long
term because they can buy out to 3 years, have no mismatch, and
do fine.

I would raise two other points to the question you raised, Sen-
ator. The level of debt depends on two other factors; that is, first
the question is: What is sustainable? That depends on what the
savings rate of the economy is. It makes a very—Japan and Italy
are very different than the United States. They can support much
higher debt levels because their private sector saves a much higher
level of their income. That does not mean it is good. It just means
it is sustainable. You will have lower growth. It will be very bad.
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You are diverting resources from the private sector to the ineffi-
cient public sector. But it is sustainable.

The second issue is what percentage of the debt is held by for-
eigners. In this country, a large percentage of the debt is held by
foreigners. That means that every day an increasing share of every
American’s life is spent working to pay the Chinese, is effectively
working for the Chinese. That is what we are doing. And as our
debt increases, as the interest expense goes up, that money is just
shifted out of the economy. If that debt was held by other Ameri-
cans, you would just be transferring money from one group of
Americans to another group of Americans, but it would stay in the
U.S. economy. But when it is owned by foreigners, you are basically
taking all that economic output and just sending it abroad. And
that makes it even more unsustainable—that makes it
unsustainable, and it means that our standard of living is going to
fall unless we correct that.

Mr. BERGSTEN. I just want to add one caveat on the Italy-Spain
point. My colleagues have both tended to denigrate—or implied
they were denigrating the European Central Bank’s money creation
to in part push down the yield on those bonds. I think that is a
good thing. I think that is avoiding the apocalyptic outcome we
talked about before. It is also buying time for those countries to put
adjustment programs into place. They cannot be just austerity pro-
grams. They have to be economic reforms, structural change to get
reasonable economic growth going again. But they cannot do it
overnight in the best of worlds, and so the fact that the European
Central Bank is in this way acting as a lender of last resort I think
is a good thing to be applauded, and it is actually part of the sce-
nario I spelled out in my opening statement why I think that the
apocalypse will not happen because, among other things, the Euro-
pean Central Bank will play that role.

Senator THUNE. Thank you.

Thank you, Mr. Chairman.

Chairman CONRAD. Let us go to a second round now and ask the
witnesses to continue. We appreciate that. It has been incredibly
valuable. I hope other members’ staffs are here listening because
there is a lot of educating going on here today that is important
to us.

I would like to go back to what Sweden did, if you could remind
us of the steps that they took that have proved so effective. Dr.
Johnson?

Mr. JOHNSON. Yes, Senator. Of course, this is the route not taken
by the Obama administration. Remember, it was considered in Jan-
uary and February, perhaps into March of 2009. The Swedes took
over the banks. People use the 